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INTRODUCTION

Brigita Schmodgnerova

The third international conference of PhD students of social, economic and
political sciences “My PhD 2009 took place in Bratislava from 18 to 20 June. It was
organised by the Friedrich Ebert Foundation and PROFORUM (the Progressive forum).
It brought together PhD students from the Central European and some western
universities and was an opportunity to exchanging views, discussing research
methodology and research results, and extending research contacts indispensable in
today’s globalisation of knowledge. This year “My PhD’s” topic was “Europe in Motion:
Society, Labour Market and Sustainability in the Age of Migration”. The papers selected
for the conference proceedings therefore included different aspects of migration with a
focus on labour migration, papers on social policies in the EU and postcommunist Central
European states as well as papers discussing growth and development of the knowledge
based economy. The conference benefited much from the commitment of well-known
profesors and scholars that chaired deliberations and provided much appreciated advice
to the PhD students.

Transformation from centrally planned economy to a market economy generated
unprecedented mobility of labour force including professional, sectoral and geographic of
which labour migration has developed as the most significant form of mobility having
important impacts on both host countries and countries of origin. The Russian Federation
has become the key recipient country for workers coming from the former Soviet Union
Caucasus and Central Asian Republics. Labour migration from the Baltics, Poland and
Slovakia increased significantly after the EU accession when the UK and Ireland opened
their labour markets to new EU Member States. Spain, Italy and France experienced
large influx of immigrants from the South East Europe. While there is relatively a lot of
literature analysing the effects of labour migration on the host countries more in-depth
assessment of workers migration on sending post-communist countries remains to be
made. On the positive side and in the short-term, labour outflow reduced unemployment
rate and added to the GDP growth in the countries of origin. Remittances in Tajikistan,
Moldova, Albania, etc. have represented a great share of their GDP and boosted domestic
consumption. On the negative side and in the longer-term perspective, what has been
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mainly youth and brain drain might have negative consequences in addressing the ageing
population and in attracting talent in need for building more competitive knowledge-
based economy in countries of origin. New education opportunities to students from the
former communist states are much welcomed and prised to the extent universities leavers
are ready to share their knowledge and experience with their home countries. The current
financial and economic crisis has not reversed the migration trends substantially: large
influx of returnees is not happening despite the fact that wages are lower, many
immigrants are among dismissed workers and anti-immigration sentiments in many host
countries are growing. As a result remittances are also dropping.

The My PhD 2009 conference main subtext: The Age of Migration was an
opportunity to present and discuss different aspects and impacts of migration like opening
of the labour markets of the EU15 to new comers to the EU (Chris Wright), human rights
aspects of migration (Rastislav Funta) and some case studies like labour mobility from
the Slovak Republic to the Czech Republic or historical roots of migration at the
Bulgarian-Turkish border or migration from a underdeveloped microregion in Slovakia (
papers prepared by Lucia Kurekova, Lina Gergova, Lucia Polackova).

Apart from labour migration, labour markets are shaped by governments’ policies on
supply and demand sides. In 2009 when we celebrate the 20™ anniversary of the fall of
the Berlin wall when most of the former communist states started their transformation -
not just one transformation - we should look more into the future. After the
transformation form the centrally planned economy to a market economy, from the
totalitarian regime to democracy, etc. they (and not only post-communist countries) face
another transformation: to a low carbon economy and to knowledge based economy. To
address the transformation to knowledge based economy requires thorough redefining of
education and - partly- social policies. Re-defined policies aiming to expand knowledge
and social cohesion are to be attributed as “productive” from economic and societal point
of view. Some students’ papers - on role of lifelong learning in a knowledge based
economy, full use of talent irrespective of gender, ethnic minority, etc. address various
aspects of innovative approaches to pro-active social policies. Two papers provide more
comprehensive analysis of social policies in the Central European postcommunist

countries or more generally in the EU assessing -between other - Danish experience with



flexicurity and its potential transferability to other countries. (Papers of Kristin Nickel
Makszin and Lena Thurau).
Two PhD students submitted two theoretical models underpinned by mathematical
models of growth ( Maksim Belitski, Lorenzo Burlon). Equally interesting is a case study
of the Humber estuary showing the impact of climate change on the development at
micro-level (Carl Lewis).

The editors of this publication hope that the publication will provide further
encouragement to the PhD students to deepen their interest in these important issues and
stimulate networking among PhD student from different universities and different

countries to the benefit of the research and research results.



SOCIAL DETERMINATIONS OF UZBEK STUDENT
MIGRANTS TO WESTERN COUNTRIES

Farkhad Alimukhamedov

Keywords: Central Asia, migration, youth, adulthood, family, West, globalization

Introduction

In terms of numbers, the Central Asian region represents an interesting field of research.
It is still difficult to mention exact figures, but considering that the quarter of the GDP of
countries like Kyrgyzstan or Tajikistan is completed by their compatriots working
abroad®, or stating that the level of Central Asian student migration comes just after the
African continent (in terms of percentage?), we can have an idea of it. The issues related
to immigration within post-soviet countries have become the subject of economic
research. The question of wage difference and the increasing part of remittances in the
share of the GDP are primary issues of discussion.

However, | would argue that socio-political aspects of migratory movements are
of the equal importance. Some researchers like Professor Bertrand Badie® considers even
that contemporary migration should be studied a social event and de-politicized, because
in terms of share, migration at the beginning of the XXth century was higher than
migration today. Even though, classical approach focus on considering that economic
inequality between two countries is the main reason for migration, in some cases an
increasing GDP cannot decrease the emigration rate.

The countries of Central Asia are named as NIS (Newly Independent States)
which may define « new » in terms of statehood and population. The majority of the
population is composed of youth in all these states. For example, youth represents more
than fifty percent of the population in Uzbekistan, Tajikistan and Turkmenistan®. In fact,

the large share of young population can be also the source of emigration.

1 Sobir Kurbanov, 2006, Labour Migration from Tajikistan and its economic impact, Central Asia and
Caucasus http://www.ca-c.org/online/2006/journal_eng/cac-05/05.kureng.shtml

2 UNESCO, 2006, Global Education Digest, Canada, Montreal; UNESCO Institute of Statistics

® Construire une gouvernance des migrations, débat organisé par CERI en juillet 2008

* CIA World Factbook https://www.cia.gov/library/publications/the-world-factbook/fields/2177.html
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However, we consider that, demographic and economic indicators should be
accompanied by socio-political elements in order to explain the migration. Therefore, in
our case we want to study the influence of several elements on migrants, which are
studentship, cultural globalization and family. We consider that, these three are the most

important social factors in “transitionary age”, or in passing from youth to adulthood.

I. The difficult matching between studentship and adulthood

I.I. The social status of studentship

The prestige of education remains quite high in contemporary Uzbek society. | would
argue that, this prestige is not only based on its quality, but firstly on its exclusiveness.
The access to higher education is limited and the rate of bursaries is decreasing number
of places, with an increasing number of youth. Another reason is an increasing rate of
tuition fees, which gives less chances for students coming from poorer families to enter
university. The tuition fees seem to play a more important role in the financing of higher
education, a tendency that does not stop even during the period of financial crisis®. Due to
the above situation being a university student gives a certain status, which is considered
as an advantage, because it is not accessible for everybody. However, studentship
requires several years of studying that implies officially entering to the job market later
than the older generations. It is difficult to distinguish between young people and adults

due to longer studies, which may postpone the so-called, entrance to adult life.

I.I1. The changing definition of youth in contemporary societies

But, what does “youth” mean? Is there a universal definition of youth or adulthood?

In the article entitled “Youth poverty and transition to adulthood in Europe” authors
collect the follows:

“The United Nations defines youth as composed of individuals aged between
15 and 24 years of age. The European Union follows this definition, both in its
programmes targeted at young people and in its White Paper on Youth
(European Commission 2001). Moreover, National bodies often define the
lower age band as the statutory minimum school leaving age in their country —
so, for example, the British Office for National Statistics usually defines
“young adults” as aged between 16 and 24 years of age (Office for National
Statistics 2004)°.

s Despite the consequences of Financial crisis, universities keep almost the same rate or higher tuition fees not only in
Central Asia, but also in Europe.

& Arnstein Aassve, Maria lacovou, Letizia Mencarini, 2006, Youth Poverty and Transition to Adulthood in Europe,
Demographic research, Volume 15, p.24 http://www.demographic-research.org/volumes/vol15/2/
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However, the authors show the need for updating the definitions as it seems that the age of
youth is lengthening. There are some elements that imply the entering to adulthood:
marriage, leaving the parents' home, being financially self-sufficient and others. However,
each of them concern a certain group of people, even though ideally, adulthood means the
union of all above mentioned elements.

What is in the Uzbek context being “adult”? Theoretically, marriage seems to be
the best defining element of adulthood. However, a marriage cannot be celebrated without
the necessary financial situation. That shows that marriage and financial well-being are

interrelated; poorer youth has higher possibilities of becoming “late youth™.

I1. The choice of the country of migration: avoiding post colonialism
II.I Studying abroad, an old phenomena?
The migration for studies comes at a very interesting point of life. In fact, it is the
possibility of going abroad, which means in some terms the continuation of youth. But
why students prefer continuing their youth life, instead of “becoming an adult™?
“Before some parents did not marry their daughters to those who has not been
to the Army. For some of us, going abroad is a kind of experience equal to
military service where we become independent by living far from our
families”Doda
Moreover, studying abroad was exclusively reserved for the local “elite” during the soviet
times. The best students were encouraged to study in leading soviet universities located in
Moscow, a privilege which was often accompanied by important posts when returned.
Even earlier, studying abroad was encouraged by local intellectuals called as “Jadid” who
opened new-method schools and sent the most brilliant students to study in Europe and the
Ottoman Empire (Khalid, 1997).

After independence, the Uzbek government also encouraged its students to stay
abroad, initially via the foundation called “Umid” (Hope). Even though, the programme
has changed its policy, going abroad for studies remains attractive.

Sometimes, studying abroad implies a better situation than working at university, as
explain one of our respondents.
“The fact of leaving to France was considered as the continuity of my career.

That was not considered as going back to studentship, but passing to another
step of my professional career”. Z

10



I1.IL. Ideal trajectory

An ideal situation would be in fact, for the majority of Uzbek students, study for a Masters
or PhD degrees after graduation at home university. It is considered to be the better if the
migrant acquires at least a Bachelor degree at home.

“I regret, personally, not finishing my Bachelors studies at home. That would
give already one diploma” G

The one who has obtained a Bachelor has already proved the capacity of studying and
achieving certain results. Moreover, a candidate is seen as having more responsibility and
being more serious due to the rising age.

There are two main reasons which according to students for choosing especially Master
degree in order to study abroad: the first is academic, the latter is practical.

Due to the absence of Masters programmes in Soviet educational system, creating the new
programme may take some time. For students master programme seem to be a “repetition
of past (Bachelor) programme”.

“I do not think, that I can learn something during two years at the same faculty.
We have the same professors, almost the same programme” T

However, the lesser place reserved for Masters candidates could be an

another explanation for that.

ILIII. Multiple West

Almost all students acknowledged that they were willing to study in Western countries,
even though some of them do not study in the country they initially wished to. By
“Western”, is meant not only a geographical destination, but also the imaginary space
associated with the “West” in the contemporary world. Therefore, the very Eastern
countries, like Japan, or South Korea are in that sense a part of this imagined West.

The social pressure is rather high especially on those who study or work in
western countries, as these are considered to be an “Eldorado” for most migrants.
According to a sociological research conducted in the Kashkadarya region’, the
respondents claim that Western Europe and North America can offer better wages and
also better conditions for living standards (human rights, liberty, etc.). Bernard Lewis

indicates that the West is defined in opposition to the East, otherwise the West is so

" That research shows that even in periphery the destination the wish to go to West.
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multiple that it is difficult to define it. For many Uzbek students, the closest West is
Russia, the furthest is the USA (Moscaritolo, 2003).

« Soon I will leave to the States. People (Uzbeks) changed their attitude
after they have learnt about it. It is surprising to note that; | was in France
which is a developed country and not everybody can come here. But it
seems that, being in the States is more respectful than being in Europe », L.

However, choosing Western countries has also a very important motive — avoiding a
“closer West” which is Russia.

“I would never go to Russia, to stay at a very difficult condition” Z

“I do not want to risk my life there” M says

Making a parallel between European and Russian colonialism maybe hazardous, but some
elements of post colonialism appear in the post soviet case. The legal status does not
completely define the social status of migrant. It is difficult to state the difference between
Algerians (called as French Muslims during the colonial years) before or after having
became immigrants.

As Anne Catherine Wagner notes, “The immigrants of lower classes are
considered collectively, due to their membership of collective entities: “Algerians”,

<

“Portuguese”, “young people of maghrebin origin” are considered as representatives of
culture which is imposed to them™®

Being called sometimes as “black” (cherniy) proves the “importation” of post
colonial feelings to Russia from other European societies. Surprisingly, Russia, would
imitate Europe even in definitions, using the term “gastarbeiter” in a non German context.
Nevertheless, Uzbeks do not consider Russia as foreign land. The word “chet el” (foreign

9% <6

country) applies officially to Russia too, but when they claim “chiqib ketti” “went outside”
that implies that the person left to another country than the CIS.

The choice of the so-called “far West” than “close West” which is Russia
(Moscaritolo, 2003) implies leaving the post colonial area, where the person is seen as a
part of a group, and not as an individual. That implies avoiding the country with already
existing disadvantages social status. There is also a prestige of staying in the West,
because it puts at the same context an “advantages” Russian with an “advantaged” Uzbek.

However, only a tiny part of Uzbek migrants can achieve this. The rate of “international”

8 Anne-Catherine Wagner, 1998, Les nouvelles élites de la mondialisation. Une immigration dorée en France, Presses
Universitaires de France ; Paris, p.12
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migrants is very low among overall student migration. According to Allakhverdieva® only
3 per cent of Uzbek migrants are moving to other countries that CIS territory. Therefore, a
famous Uzbek writer’s statement could neatly resume how a country is associated with the
profession of the migrant. “Those who are in the market (sellers, small businessman) go to

Turkey, and only well educated can come to France.”

II.IV. Impact of globalisation

Another aspect of choosing the West is the influence of cultural globalization. However,
many students state that, coming to Europe means coming to “developed states” where the
aim is to “study their advance, but keeping own (eastern) values” X . Much can be said
about the change in values, and the very nature of Uzbek values. But the aim of choosing
Western countries already is a dilemma, because accepting the supremacy of one country,
partly implies accepting their values too. Moreover, it is also difficult to guarantee the
status quo of values, because they always change.

Globalization is an advantage for core countries that attract people from
peripheries. Studying, working and even visiting core countries gives an advantage.
Anne-Catherine Wagner considers that an experience in developed countries is more
important than a rich CV obtained in developing countries'®. Therefore, she states that
even qualified people prefer accepting less qualified jobs in “the core” countries, than a
qualified job in peripheral countries. Over qualification in developing countries, is less
appreciated than small experience in developed countries. From that point of view, for a
university professor to become a student in France would be as it was told by our
interviewee a continuity in a “rising career”.

In a recent popular French comedy-film, it appears how the southern parts of
France are considered by the public servant be the best places to work and live in. And the
worst disciplinary are sent to the north where the conditions are considered to be worst.
Even though person is to develop his career, the “wrong” destination can have an overall

negative impact.

® Allakhverdieva. L, Molodiye eksperti o migratsii, Migratsiya v zerkale strat SNG, 2006, p. 209
http://migrocenter.ru/publ/pdf/molodikova.pdf

10 Anne-Catherine Wagner, 1998, Les nouvelles élites de la mondialisation. Une immigration dorée en France, Presses
Universitaires de France ; Paris, p.150
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II1. Accountability and reciprocity: family and young migrants

II1.I. The place of the family on decision-making

We mainly calculate migration in terms of financial remittances, whence social aspects of
migration could be another tool for understanding it better, especially in Central Asian
context. Economic reasons not define all, therefore we try to focus on the family which
plays a key role in the migration projects. Some researchers (Petric 200) state that the
family has a primordial place in decision making in the Uzbek context. The place of the
individual within society depends on his family background. Financial or professional
success cannot compete with family success, therefore the main interests are tied to
family issues like marriage, divorce, etc. The decision of migrating is also taken within
the family. Majority of respondents claim that their family members were glad to see

their children going abroad, as we see in the following account:

« | always wanted to go to France. From the beginning of my studies at
university my aim was to study here. My parents were encouraging me and
participating in all my victories and losses » X.

The family plays a key role also in the continuity of the migration:

« I was abroad for several years. My brother could gain a scholarship in order
to study for several months. It was difficult for my family to imagine to let all
sons go abroad. However, after some reflections they agreed for him to leave
» D.

The definitive return depends also from the family.

« When I was back to Tashkent, my family told me not to come back as the
things are not going well. It is difficult to return and adapt to previous
conditions » H.

« I think it is better for my family if I stay here [in the host country]. They will
have less problems, and moreover, [ am helping my brothers financially » I.

« My mother asks me each time when I will return, but my father tells me that
there is no concrete job for me. | have consulted my friends too, they are
living on the help of their parents, even though they have several children » B.

II1.II. Accountability
The family has an important role therefore the migrant is accountable towards the family.
The case of students from Cameroon in Germany shows the accountability of migrants

towards familiesl17.
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The migrant is considered there as a source of revenue where firstly, it is necessary to
invest. The family invests in the migrant, and migrants know that once in Europe they are
accountable towards their family’s efforts and must reimburse and later help the family.

The same case is seen in some interviews, where some migrants cannot return home:

« I came here in 2005 with 5000 US dollars. I have spent all the money, and
now | have debts. Of course | have worked in the meantime and | am still
working. But before going back to my country, at least | have to gain some
money in order to keep my credibility » K.
Usually the migrant is chosen among the best ones. Therefore, he or she is considered to
have a high income in term of investment. It is usual to see among Uzbek students abroad
either eldest or more gifted ones.
If where asked if the respondent could be more useful in the home country
showed that ninety per cent of migrants considered that they are more useful being
abroad than in their home country. Recent university graduates studying or working in

London.

III.IV. Negotiating between personal initiatives and responsibility
The difference between student and labour migration is that the first one has a high rate of
personal initiative, a willingness to go abroad. The human capital increases by studying,
which means that staying abroad implies more than a financial aspect.

The linguistic aspects also play an important role. All respondents claimed that
practising a learnt language was one of the main reasons for coming to London. For many,

being in UK or in France, is not exclusive, but a logical continuity of their studies.

Conclusion
The paper has an objective to seek the social determinants of youth migration. The issue
was to see how the social actors can contribute to decision making procedure. The
important factors for youth like post-secondary education, cultural globalization, and
family were taken as decisive elements of social influence.

In fact, there is an “offer” for emigration in contemporary conditions of Uzbek
youth, which are not conditioned only by possibilities of young people, but also by the

created or sometimes invented needs and models which drive young people to West.
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The very existence of student migration to Western countries prove that there is
almost no other possibility of migrating to these destinations than being student.

The lesser place given to post secondary education will probably lead young Uzbek
to try their chances abroad in order to pursue their studies. It might result in a very close
future, a younger, pre-student migration, those willing to study abroad, especially in
European via study for work formula.

The attempts for studying in West will not decrease, even if several international
universities are opened in Uzbekistan Instead, they will create the mobile international

workers able to work at any place of the world.

Farkhad Alimukhamedov

International Relations

Universite Paris Dauphine, France
Suleyman Demirel University, Kazakhstan
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ECONOMIC PERFORMANCE AND FINANCIAL
MARKETS: MONETARY POLICY ALTERNATIVES FOR
EASTERN EUROPE

Maksim Belitski

Abstract While there is a vast empirical and theoretical literature analysing the
impact of structural shocks in financial markets, far less attention has been paid to
design of ad-hoc monetary policy toolbox, accounting for country’s socioeconomic
heterogeneity to be implemented in the periods of financial crises or short term
economic recession. Introduction an extensive dataset that includes measures of
banking sector technology, economic performance, global risks and inflation for a
sample of ten Central and South Eastern European countries enabled us to provide a
comprehensive analysis of the consequences of monetary policy.

Keywords composite shock, vector autoregressive models, output gap, monetary
policy, inflation

Introduction

After the disintegration of the Soviet regime, Eastern European countries fell into a
serious socio-economic crisis. It had to choose between entrapment in a vicious circle of
inefficiency in the Western European periphery on one side, and a developmental
breakthrough through implementing radical reforms on the other. The situation in Central
Eastern and South Eastern Europe was quite different. In the V4! countries and Slovenia,
their relative openness to the West and its more pro-market-oriented economy in
combination with a certain degree of political and especially cultural autonomy — this was
not the case in the Baltic States*?, Romania and Bulgaria. This led to the prevailing
conviction about the relative compatibility of the V4 and Slovenian institutional setting
with the Western economies and prevented a clear and sudden break with the past. The
so-called “soft transition” means gradual and successive institutional changes for the

purpose of maintaining social and economic stability. The Baltic States elite decided to

Y The v4 (also known as the "Visegrad Four" or simply "Visegrad Group") reflects the efforts of the countries of the
Central European region to work together in a number of fields of common interest within the all-European integration.
The Czech Republic, Hungary, Poland and Slovakia have always been part of a single civilization sharing cultural and
intellectual values and common roots in diverse religious traditions.

2 The Baltic states, Baltic Nations or Baltic countries are three countries in Northern Europe, all members of the
European Union: Estonia, Latvia and Lithuania. After centuries of foreign domination the Baltic countries remerged as
independent nations in the aftermath of World War 1 in 1918-1920.
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modernise society by using the mechanisms of a vast and fast liberalisation and
deregulation of trade, financial and banking sector, V4 and Slovenian elite chose
gradualism instead, which meant slower and much more cautious, however sometimes
not too efficient reforms with the aim to guarantee a high level of macroeconomic and
social stability (Mrak et al., 2004).

Both transition models have proved to be relatively successful so far. Baltic States,
V4 countries, Slovenia, Bulgaria and Romania are considered to be the fastest-developing
and catching-up country comparatively with CIS™, that is rapidly approaching the EU
average. Some of them like Slovenia, Estonia, Slovakia, the Czech Republic, on the other
hand, has succeeded in maintaining the highest GDP in the region and financial stability,
which enabled two of them the acceptance of the common European currency — the Euro.
Further, the type of capitalism that has been restored in the Central and Southern Eastern
European countries can be understood in the context of the co-influence of structural and
partially historical-geopolitical circumstances on one side and ‘subjective’ decisions, as a
result of the composition of elite groups and their prevailing ideological profile on the
other. In these countries, radical liberalisation and deregulation was underway that
resulted in typically liberal (market) capitalism with a peripheral role of the state.

However, economic openness of the country, high degree of market liberalisation,
absence of capital and labour barriers across the EU have made these countries more
vulnerable to exogenous shocks and global risks, apparently resulted in a macroeconomic
downturn of some of the V4 and Baltic States countries. Dividing Central and South
Eastern European countries into three groups as Visegrad, Baltic States, Slovenia,
Bulgaria and Romania we investigate the values of output gap™*, starting from the year
2008.

Apparently, the slowdown of the V4 economies began in the mid of 2008 and is

ongoing. In Hungary and in the Czech Republic it had developed slightly earlier than it

1% The Commonwealth of Independent States (CIS) is a regional organization whose participating countries are former Soviet
Republics. The CIS is comparable to a confederation similar to the original European Community. Although the CIS has few
supranational powers, it is more than a purely symbolic organization, possessing coordinating powers in the realm of trade,
finance, lawmaking, and security. It has also promoted cooperation on democratization and cross-border crime prevention. As
a regional organization, CIS participates in UN peacekeeping forces. Some of the members of the CIS have established the
Eurasian Economic Community with the aim of creating a full-fledged common market. Georgia left the CIS after the Russian
—Georgian War in August 2008 leaving ten members of the CIS.

14 Output gap is one of the most important macroeconomic indicators, demonstrating the current macroeconomic situation in
the country and is economic measure of the difference between the actual output of an economy and the output it could
achieve when it is most efficient, or at full capacity. There are two types of output gaps: positive and negative. A positive
output gap occurs in the periods of “warming up” economies when actual output is more than the full-capacity output.
Negative output gap occurs in recession the when actual output is less than full-capacity output.
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did in Poland. The Slovak economy had not experience downturn at all, continuing to
grow during the year 2008. Baltic States look generally much better than the V4 as just
Estonia experience severe downturn in its output gap and GDP rates of growth.
Nonetheless, there is a fall down in the output gap both for Latvia and Estonia, although
slightly less gradual for Latvia with a contemporaneous increase of output gap of
Lithuania, starting from 2007.

Bulgarian and Romanian output gap time series are strongly cointegrated as we can
clearly observe from the picture of co-movements. Still experiencing positive output gap
Romania and Bulgaria are expected to face a steady downturn in the third quarter of
2009. Slovenian output gap movement is characterised by a stable economy when actual
output is asymptotically approaching the full-capacity output of the country.

The global economic downturn had a strong effect on seven over ten Eastern
European economies, and the financial turmoil, which arose in the end of 2008, has made
the situation look worse. Seven of ten countries underlined in the paper are currently in a
deep recession, while Lithuanian, Slovak and Slovenian growth rates of GDP are
retreating rapidly. The outlook for 2009 must be gloomy for all seven countries and only
2010-2011 as predicted may bring better developments. At the same time much depends
both on how the global economy and financial markets perform and on the instruments of
monetary policy that the National governments and Central European Bank will
introduce. In this paper we focus on short term dynamics of output gap and aim to design
ad-hoc composite monetary shocks to develop the most effective toolbox of expansionary
monetary policy during the recession. The geographical scope of the research is Central
and South Eastern European countries.

Designing ad-hoc composite monetary shocks implementing VAR techniques of

large-scale modelling raised the following sensitive issues of the research.

I. Methodological issues

Firstly, the problem of nonstationarity of our model as the most of the economic data

seems to have a solution within the cointegration analysis. Since the emergence of the

Engle-Granger concept of cointegration, there have been hundreds of models

incorporating the long-run equations with the short-run error correction mechanisms. The

difficulties with the long-run concept have not been initially visible, where the modellers

concentrated on the evaluation of cointegration for the long-established markets and
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economies. However, gradually the cointegration analysis has been applied to the small
open economies in the Central and Eastern Europe with more volatile economic history.
For above economies, there was simply not enough data of an undisturbed development
to identify the long-run equations. While the cointegration analysis has created a
substantial improvement in the short-run modelling by turning attention to the problem of
nonstationarity of data and coming up with the short-run error-correction models, which
usually have good forecasting properties, the attempts to identify long-run relationships
have often been dubious.

The second problem is related to the fact that large cross-country empirical models
are difficult to manipulate and estimate, as in our case the number of cross section units
turns to ten. Problem arises due to the multidimensionality in a VAR models. In times of
great popularity of large models, multidimensionality was seen as an advantage rather
than disadvantage, as they allowed describing the cross-country and economic
differences clearly and in deeper details. Errors in specification, data deficiency and
volatility, estimation approximations tend to cumulate in large models, leading
sometimes to surprising results. It seems reasonable to reduce on the model dimension
solving “curse of dimensionality” problem and hence to focus on a smaller ten VAR
models for each country assuming absence of contemporaneous correlation between the
variables across the considered countries.

Finally, there is a problem of data reliability and availability. This is related mainly
to the real macroeconomic and banking data, which is used in our analysis; quarterly data
on gross domestic product (GDP), cross-country deposit rates and lending rates, bank
assets and bank liabilities, import and export data. Data on GDP are usually published
with a substantial delay, at least 6 month for the Western European countries and 6 to 12
month delay in the Central and Eastern Europe, especially from the national sources of
information. Particularly difficulties were faced with bank assets to bank liabilities ratio
as data over a period of 1993-1994 and 2008, which play an essential role as well as the
deposit and lending rate quarterly data across the countries. For some countries, such as
Romania, Bulgaria and to a lesser extent Poland, the quality of data is less satisfactory
and the official data is slightly related to the true extent of economic activity and varies
from one statistical source of information to another. Although the problem has been

acknowledged for a long time, generating a lot of criticism regarding the reliability of

20



empirical research based on real data as Steckler and Burch (1968), Reijer (2006), York
and Atkinson (1997), no effective solution have been offered so far. The volatility of the
output gap across the analysed countries see Appendix A.

I1. Literature overview

The impact of a change in the net interest margin, inflation rates and other
macroeconomic determinants on real output and GDP growth has been studied
extensively (Krugman and Taylor, 1978; Gylfason and Schmid, 1983; Mishkin, 1995;
Bahmani-Oskooee, 1998; Upadhyaya, 1999; Bahmani-Oskooee and Miteza, 2003;
Moneta, F., 2005; Chen, S.-S., 2009). A review of these and other studies (Taylor, 2000;
Sarno and Taylor, 2002; Berument, H., 2008) indicates that changes in net interest spread
which is the difference between lending and deposit rate may be expansionary or
contractionary, depending upon the model specification, the methodology employed in
empirical work, the country under study, the sector of the economy, the short run versus
the long run, and the time period of the sample. They also stress the attention on balance
between monetary and fiscal policy instruments. Same is true for the impact of inflation
and banking sector performance on macroeconomic development. In empirical work, it
may be appropriate to simulate various combinations of monetary policy instruments,
trying, for instance, to bring together the effect of shrinkage in net interest spread, thou
increasing the amount of money supply in the economy, etc. It could help to determine
the possible impact of the aforementioned determinants on the deviation of nominal GDP
from its potential values in a short run. These studies acquire particular importance
during the recession period.

Recently, Upadhyaya et al. (2004) using a panel data analysis found that nominal
depreciation and inflation growth for Greece and Cyprus had a positive effect on output
being sensitive to these determinants in the short run and a neutral effect in the medium
term and long run.

Brunner, A. (2004) describing three-pillar banking system in Germany and within
European Union, links the importance of net interest margin in output fluctuations and
describes the negative consequences for financial stability.

Chen, S-S. (2009) investigates whether macroeconomic variables can predict
recessions in the stock market. Series such as interest rate spreads, inflation rates, money

stocks, aggregate output, unemployment rates, federal funds rates, federal government
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debt, and nominal exchange rates are evaluated. Apart of parametric he involves
nonparametric approaches to identify recession periods in the stock market with a
particular consideration both in-sample and out-of-sample tests of the variables'
predictive ability.

Berument, H. (2008) proposes a specification to identify the monetary policy for a
small open economy, on the example of Turkey. However, his example of the monetary
policy is measured by using the interest spread between the Central Bank's interbank
interest rate and the depreciation rate of the domestic currency. A VAR type of model is
used to identify monetary policy shocks that could be theoretically transmitted to New
European economies.

Applied econometricians study the possibility of using macroeconomic variables,
such as spreads and financial market variables to predict recessions in the Euro area
(Moneta, F., 2005) or investigate the relationship between financial market variables and
output growth, using a non-parametric technique (Hassapis, C., 2003).

Moneta, F. (2005) studies the informational content of the slope of the yield curve
as a predictor of recessions in the euro area and provides evidence of the potential
usefulness of this indicator for monetary policy purposes. He stresses the attention on the
historical predictive power of ten variations of yield spreads, for different segments of the
yield curve. Hassapis, C. (2003) on a Canadian sample of financial variables examined
those that are often associated with future output growth, namely, stock prices, inflation
rates, interest rate spreads and monetary aggregates. His results showed that as the
number of autocovariances that are assigned a non-zero weight increases, the feedback
from selected Canadian or U.S. financial variables to future Canadian output growth
increases.

Assessment the empirical plausibility of the real business cycle and an idea that
shocks to real variables are the dominant sources of economic fluctuations and that
monetary policy shocks play an insignificant role in determining the behaviour of real
variables belongs to Moneta, A. (2008). He reconsidered the vector autoregressive model
of King et al. (1991), but proposed an alternative identification method, based on
graphical causal models. This method selects the contemporaneous causal structure using
the information incorporated in the partial correlations among the residuals. He proved,
that the residuals orthogonalization which follows and the study of the impulse response
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functions confirm the results of King et al. (1991): permanent productivity shocks are not
the dominant sources of aggregate fluctuations in US economy. This result has a
particular importance for our paper as we continue the VAR model analyses of monetary
shocks as sources of fluctuations in the Eastern European economies.

Finally, Chuderewicz, R.P. (2002) used interest rate uncertainty to predict the
paper-bill spread and real output using daily data and GARCH modelling.

Above techniques proved the possibility of implementation of different approaches
from panel data, GARCH and E-GARCH models to VAR, Simultaneous Equations
model and Error correction models to show the impact of monetary policy instruments on
economic growth during the contraction and recession periods.

Moreover, previous findings of Adam, F. et al., (2005); Schmidt, (2001); Smith
(2003); Soskice and Hall (2002); Stanojevi¢, (2005, 2007); Steen, (2007) and others raise
a challenging questions on varieties of capitalism existing in New Europe and
comparative advantage of it across the Eastern European countries, future and past of
elites, democracy and the state in Post-Communist countries, necessity of change of
regime across the countries and the role of political elites to tackle current economic
problems as a case studies for Russia, Visegrad group countries and Baltic States.

Extending previous studies, this paper attempts to find whether ad-hoc monetary
policy instruments such as shrinking net interest spread, stimulating inflation, decrease in
interest rate, improving banking sector efficiency by government interference would lead
to rise in output gap across Visegrad group countries, Baltic States, Romania, Bulgaria
and Slovenia saving the Capitalism from falling. The choice of these countries is
meaningful since they embrace all post-communist countries members of so-called

P~
“Warsaw pact counties” >

in the Central Eastern Europe. The study of the relationships
between net interest spread, inflation rates and output gap would help the governments in
those countries to understand and programme whether potential impacts of monetary

policy changes would yield expected outcomes and would the same monetary

1> The Warsaw Pact was a group of Communist states in Central and Eastern Europe. It was the military equivalent of
CoMEcon (the Council for Mutual Economic Assistance). The Warsaw pact was signed on May 14, 1955 in Warsaw,
Poland. The pact was created so that if any country in the pact were to be the victim of aggression, the other countries
in the pact would defend them. The Soviet Union initiated the pact in response to West Germany entering the North
Atlantic Treaty Organization (more commonly known by its English acronym NATO) in 1955. As such, the treaty was
a military-treaty organization initiated and sponsored by the Soviet Union and was the European Communist Bloc's
counterpart to NATO; it was similar to NATO in that there was a political Consultative Committee, followed by a
civilian secretary-general, while down the chain of command there was a military commander in chief and a combined
staff, although the similarities between the two international organizations ended there.
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instruments perform equally between the countries taking into consideration their
heterogeneity.

The paper has several different aspects. First, a general VAR model is developed so
that output gap is a function of several major macroeconomic variables including the net
interest spread, banking sector efficiency, real rates of inflation and other exogenous
variables. Second, comparative-static analysis within the countries are employed to study
the response of output gap to a composite monetary shock to interest rate spread, banking
sector technology and inflation, ceteris paribus conditions, so that possible short-run

reactions would be estimated.

II1. Central European Bank monetary policy instruments

The main objective of monetary policy is to maintain price stability is the primary
objective of the Eurosystem and of the single monetary policy for which it is responsible.
This is laid down in the Treaty establishing the European Community, Article 105 (1).

"Without prejudice to the objective of price stability”, the Eurosystem will also
"support the general economic policies in the Community with a view to contributing to
the achievement of the objectives of the Community"”. These include a "high level of
employment™ and "sustainable and non-inflationary growth™.

The Treaty establishes a clear hierarchy of objectives for the Eurosystem. It assigns
overriding importance to price stability. The Treaty makes clear that ensuring price
stability is the most important contribution that monetary policy can make to achieve a
favourable economic environment and a high level of employment.

These Treaty provisions reflect the broad consensus that

= Benefits of price stability are substantial. Maintaining stable prices on a sustained basis
is a crucial pre-condition for increasing economic welfare and the growth potential of an
economy.

= Natural role of monetary policy in the economy is to maintain price stability. Monetary
policy can affect real activity only in the shorter term. But ultimately it can only influence
the price level in the economy.

The operational framework of the Eurosystem consists of the following set of
instruments:

= Open market operations;

= Standing facilities;
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= Minimum reserve requirements for credit institutions.

Open market operations play an important role in steering interest rates, managing
the liquidity situation in the market and signalling the monetary policy stance.

Five types of instruments are available to the Eurosystem. The most important
instrument is reverse transactions, which are applicable on the basis of repurchase
agreements or collateralised loans. The Eurosystem may also make use of outright
transactions, issuance of debt certificates, foreign exchange swaps and collection of
fixed-term deposits.

Open market operations are initiated by the ECB, which decides on the instrument
and on the terms and conditions. It is possible to execute open market operations on the
basis of standard tenders, quick tenders or bilateral procedures.

The second instrument is standing facilities which aim to provide and absorb
overnight liquidity, signal the general monetary policy stance and bound overnight
market interest rates. Two standing facilities, which are administered in a decentralised
manner by the NCBs, are available to eligible counterparties on their own initiative:

- Marginal lending facility: counterparties can use the marginal lending facility to
obtain overnight liquidity from the NCBs against eligible assets. The interest rate on the
marginal lending facility normally provides a ceiling for the overnight market interest
rate (see Figure 1).

- Deposit facility: counterparties can use the deposit facility to make overnight
deposits with the NCBs. The interest rate on the deposit facility normally provides a floor
for the overnight market interest rate.

The third instrument is minimum reserves are an integral part of the operational
framework for the monetary policy in the euro area.

The intent of the minimum reserve system is to pursue the aims of stabilising
money market interest rates, creating (or enlarging) a structural liquidity shortage and
possibly contributing to the control of monetary expansion.

The reserve requirement of each institution is determined in relation to elements of
its balance sheet. In order to pursue the aim of stabilising interest rates, the Eurosystem's
minimum reserve system enables institutions to make use of averaging provisions. This
implies that compliance with the reserve requirement is determined on the basis of the
institutions' average daily reserve holdings over a maintenance period of about one

month.
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Figure 1 Marginal lending facility of European Central Bank, 1999-2009, per cent
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Source: Statistical Data Warehouse - Interactive data access, European Central Bank

IV. The Model

Let’s start the description of model with straightforward definitions. We define the output
gap for the i-th country in the model, i=1,...,10 in time t as: y; = In(Y;,) — In(Y}),
where Y[is the potential output if the i-th country established outside the model. Potential
output is obtained by using Hedrick-Prescott filter on GDP nominal series.

Growth rate of inflation, m;; as an indicator of financial stability is proxy by
logarithm of consumer price index (CPI) determined by measuring the price of a standard
group of goods meant to represent the typical market basket of a typical consumer.

Logarithm of net interest spread, r;, describes the degree of financial resources
absorbed by banking sector. So, that a currency unit saved by households generates less
than one unit worth of investment (e.g., Pagano, 1993).

Bank assets to bank liabilities ratio A/L;,, reflects a key function of banking system
is the allocation of funds to those projects where the marginal product of capital is
highest. In the framework of our model, banking sector increases the productivity of
capital and minimising transaction costs promoting growth. We consider A/L;, as a
reliable proxy for banking sector technology. Descriptive statistics on the aforementioned
variable see Appendix B.

To make the VAR analysis tractable, we assume that the domestic variables of
country i have no direct impact, either lagged or contemporaneously, on the economy of
country j, for i#j. This restriction implies that the reduced form covariance matrix for
large scale VAR is block-diagonal in each country block. This block diagonal structure
allows us to collapse the large scale VAR with four variables from ten countries into ten
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separate country-specific VARs. However, these restrictions do not rule out cross-
country correlations among the variables.

It is initially assumed that {z;}, are endogenously determined in a VAR model
up to one unobserved common factor where z;; be an n x 1 vector of country-specific
macro variables (output gap), z;; be an h x 1 vector of exogenous variables, presumably
unaffected by economic activity in any particular country, and {n;.})_, is the vector of
error terms assumed to be independently distributed for v t, £ € {1, ....., N}

Suppose the country-specific variables for country i are generated by the following
structural model:

Doz = Tizigq + oo ¥ 2y + 00i2f + 01,204 + . +04z{_ + 13
(1)

for all i in which n;; is n x 1 vector of country specific structural shocks, with
E (n;:n:,) normalised to equal the identity matrix™.

Assume for the sake of simplicity the lag orders p and q is equal to unity. The

reduced form of above structural model is then
-1 -1 * -1
zie = Toi Ty 2101 + oo #0(80; + 613 L)2¢ + Toi mie = Tyizie—1 +

Ty(L)zi + & (2)

where E&,&, =Y, = T3 Tyt This reduced form is also the VAR representation
of z;, process. Conditional on the block-diagonal restrictions, the coefficients in (2) are
efficiently estimated by ordinary least squares applied to each equation in each country.

Extending Romer (2001), Kuttner and Mosser (2002), Pagano (1993), Chudik and
Pesaran (2007), and other studies, the open macro economy model for any Eastern
European country can be expressed in a VAR(p) form as

Zg =0+0+ 2?21 I'pze + 2?21 Oy zi+ I 3)

where, o vector of intercept term, 6 — vector of binary variables, T, is N x N

p
dimensional matrix of unknown coefficients of the endogenous variables, 6, is N x N

dimensional matrix of unknown coefficients of exogenous variables,

18 We assume that the joint system {thf} is block exogenous in z; (Hamilton 1994, pp. 311-313). This is a standard assumption,
however valid for empirical studies of small open economies as Cushman and Zha (1997). Since in this study we are interested only in

the response of domestic variables to composite structural supply shocks we do compute the response of z; to shocks in z;
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Uy = Upp, Upp) eee een e ,up, is the N x 1 vector of disturbances; z;, = (¥, 7ir, A/Ly, i)
is a vector of N endogenous variables.

Apart of having four equations in a country specific VAR we are interested in the
impact of composite shock in exogenous variables on output gap.

The impact of an increase in inflation rate, bank assets to liabilities ratio and net

interest spread on equilibrium output gap in Equation (4) is heterogeneous:

3—2>0;%>0;Z—Z<0; (4)

Although increase in inflation and banking sector efficiency are expected to raise
output gap and help a country to overcome a recession, the overall composite impacts are
uncertain because of crowding out due to an expected higher inflation rate,
implementation and impact lags, timing, and other reasons (Barro, 1989; Ramsey and
Shapiro, 1998; Blanchard and Perotti, 1999; Burnside et al., 2000).

The effect of a change in consumer prices on equilibrium output gap in Equation 4
is positive, suggesting that rise in a consumer prices pool output gap upwards. Same is
true for the bank assets to liabilities ratio as a proxy for banking liabilities efficient
transformation. We state that the effective transformation of liabilities into assets will
raise the productivity of output. On the contrary, increase in net interest spread is meant
that banking sector absorbs more resources, so that a currency unit saved by households
generates less than one unit worth of investment. The rise in a share of 1 — &, which goes
to banks as the net interest spread will decrease the investment in the economy, hence
predicting lower rates of output.

This absorption of resources may reflect the X-inefficiency of the intermediaries
and the exploitation of a market power'’. Generally speaking the effect of net interest
spread change on output gap may appear y;; ambiguous across the countries as the phase
of a business cycle may affect the change in net interest spread itself.

A response of the output gap y,,, at time t+s to a composite shock response
Uie + U t...+ Uy can be studied as follows: a stationary VAR(p) can be presented as a
Vector MA():

Ve = U + Wit +Wolle o + 5)

Thus, the matrix ¥, has the interpretation

7 In addition, as noted by Roubini and Sala-i-Martin (1992) their activity is often burdened by taxation (in the form of
high reserve requirements, transaction taxes, etc.) and by restrictive regulations, translating into higher unit margins
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dYirs
Y= o (6)

That is row i, column j element of ¥, identifies the consequence of one unit
increase in jth variable’s innovation at date t(u; ) for the value of the ith variable at time
t+s (y; ++s), holds all the innovations at all dates constant.

If we were told that the first element of y; changed by §;at the same time that the
second element changed by &,, and the nth element by §,than the combined effect of

these changes on the value of vector y,,, would be given by

dyi+s dyi+s dytis
A = 01 + Ooteeiiinn. +—=—=6, =¥ 0 7
yt+5 d#lt 1 dliZt 2 dlleL’ n S ( )

where § = (81,8, v o\, 8.

A simple way to find ¥, numerically is by simulation. The value of the vector
Yit+s at date t+s correspond to the jth column of the matrix ¥s. By doing a separate
simulation for impulses to each of the innovations (j=1, 2,..., N), all of the columns

¥, can be calculated. A plot of raw i column j of ¥

dyi+s
— 8
dﬂjt ( )

as a function of s represents impulse response function. It describes the response of
Yit+s 10 aone time impulse in y;, with all other variables dated t or earlier held constant.

As the economies of Slovakia, Slovenia and Lithuania are currently better off and
do not need and additional monetary interference our model generates two hypothesis
about the sensitivity of output gap to ad-hoc designed shocks for the rest Central and
Southern European countries, such as Latvia, Lithuania, Poland, Czech Republic,
Hungary, Bulgaria and Romania.

Hypothesis 1: Output gap is sensitive to changes in prices, net interest spread and
banking sector efficiency: ad-hock composite shock to consumer price index (CPI) and
net interest spread will lead to an increase in output gap helping the monetary authorities
to target the GDP downturn.

Hypothesis 2: Ad-hock composite shock to CPI, bank assets to liabilities ratio, net
interest spread will lead to an increase in output gap and should be used during the

economic downturn.

V. Empirical Results
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International Monetary Fund Financial Statistics, Datastream and Economic and Social
Service databases were used to provide interdisciplinary access and support for an
extensive range of key economic quantitative raw data. The sample consists of quarterly
data ranging from 1993.Q1 to 2008.Q4. The choice of 1993Q1 is consistent with the
changes on the political map of Central and Eastern Europe and the recognition of new
independent states as Slovak Republic (January 1, 1993), Czech Republic (January 1,
1993) from the former Czechoslovakia and Slovenia (1992) from the former Yugoslavia.
Quarterly statistical wee also collected with the help of authorities from National bank of
Slovakia and Czech National bank, National bank of Hungary and National bank of
Poland, Bulgarian National bank, Bank of Lithuania, Vienna Institute for International
Economic Studies database.

All variables are measured in a logarithmic scale except for the output gap
calculated above. The unit root test shows that except output gap and consumer price
index taken in logarithms, all the variables are non stationary in levels and that all the
variables are stationary in first difference at the 5% level. Using KPSS and ADF tests to
check for a unit root conflicting results were obtained for the following countries: CPI
series (Slovenia and Romania); bank assets/ logarithm of bank liabilities ratio (Czech
Republic, Poland, Latvia, Slovakia); net interest spread (Slovakia, Slovenia, Latvia).

The Johansen test within ten Eastern European countries indicates that the null of a
zero cointegrating relationship can be rejected at the 5% level for Estonia, Latvia,
Romania, Hungary, and Bulgaria.

Nonetheless, we do not choose to present the Vector error correction model. This is
for two reasons. First, we expect if there is a cointegration between the variables, the
resulting system will be stationary and thus render any test statistics asymptotically valid.
Second, the cointegration relationship is not the central focus of the model’s propositions.
As it was mentioned above, the short term dynamics, expansionary policy toolbox and
design of composite shocks are the main focus. Inferences about these dynamics will be
robust in this situation.

There are two types of composite shocks are designed to understand the output gap
response functions and to plan country-specific ad-hoc monetary toolbox to support the
economy in a recession and to drive the output gap upwards. The first composite shock is
designed to shrink net interest spread, e.g. to shrink the difference between marginal
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lending facility and deposit facility at the same time decreasing the interest rate which
causes raise in inflation. Other instruments held constant (see Appendix C).

Second composite shock is designed to improve the transformation of bank
liabilities into assets by government direct interference, to shrink net interest spread and
raise inflation. Other instruments held constant (see Appendix D). The period of response
Is programmed to 20 quarters, e.g. 5 years since shock is implemented.

Appendix C presents the impulse response function across Latvia, Lithuania,
Poland, Czech Republic, Hungary, Bulgaria and Romania when instruments of monetary
policy are designed to follow the first shock. Output gap responds heterogeneously across
the countries to a composite shock to net interest spread and inflation. As we can notice
easily, Baltic States should be very cautious about the implementation of such a monetary
policy as the impact of a composite shock on output gap is positive just for first five and
six periods for Latvia and Estonia respectively. Afterwards this monetary instrument may
cause a steady fall in output gap for about one year ahead before it converges to zero.

Output gap continues to respond heterogeneously across the Visegrad group
countries. Indeed, the designed shock is very successful in the case of Poland and the
Czech Republic as it increases significantly the actual output to a level higher the full-
capacity output. The result for Poland is more promising than for the Czech Republic
leading to a consistent growth in economic performance for a period more than 5 years,
on the contrary of three periods before it converges to zero. In spite of a success in its
neighbourhood, ad-hoc monetary tool is absolutely inappropriate for Hungary. Should it
be implemented the country will finish up in a deeper recession for the period longer than
5 years.

Finally, comparing the response of Romanian and Bulgarian output gap, starting
from the first quarter, it turns to drop away down from zero line. Cyclical fluctuations for
the Romanian output gap allow the policy maker implement such ad-hock monetary
shock as | will help the government to combat the current recession for a period of 12
quarters followed by transitory downturn in output gap for just one year long.
Surprisingly, composite shock is absolutely inappropriate for Bulgaria and is meant
desirable for Romania as their output gap series seems to be cointegrated.

On the basis of Appendix C we reject hypothesis one of homogeneous response of
output gap to ad-hock composite shock to CPI and net interest spread. Author’s designed
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shock led to heterogeneous effects across the countries and proved its inappropriateness
as the effective monetary toolbox for Hungary and Bulgaria. Shock had a temporary
effect on Estonian and Latvian output gap.

Appendix D shows the impulse response function across Latvia, Lithuania, Poland,
Czech Republic, Hungary, Bulgaria and Romania when composite shock two is
implemented. The instruments of monetary policy are designed to shrink net interest
spread, stimulate inflation and guarantee effective government interference in financial
markets and the control over transformation of bank liabilities into assets.

Output gap responds as in the previous example heterogeneously across the
considered countries. Shock two is considered inappropriate monetary tool for Baltic
States as it brings dubious positive effect to Estonia and is very risky to be implemented
in Latvia. In fact should it be performed the output gap is expected to be driven
downwards. Nonetheless, should there be any short term aims in pushing output gap to
positive; it’s worth using it by Estonian Central Bank at least for a five quarters term.

The impact of a composite shock on output gap is positive for Visegrad group
countries. Government interference in the recession introducing the instruments of
monetary policy can be understood as beneficial for its economic performance. We guess
that the positive impact of state interference in financial sector inherits its effective
instruments and credentials from the Soviet era experience. However, for the Czech
Republic the positive effect is less persistent and lasts just for three periods starting from
zero. For Poland and Hungary respectively, the shock has a persistent positive effect,
which dies out after 3 years term for Poland and converging to 0.2% after 3 years term
for Hungary.

Generally speaking, the designed monetary tool is desirable to be included in a
monetary policy toolbox for the Visegrad group countries apart of Slovakia, which
experiences positive output gap.

Last two graphs present the impulse-response function of Romanian and Bulgarian
output gap, which as in the previous case reacts differently between the countries. Being
success for the Bulgarian monetary toolbox, same ad-hoc composite shock does not result
in persistent positive effect for Romania. Output gap series continues to fluctuate around

its steady state and make no sense to implement the composite instrument presented
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above. Surprisingly, output gaps respond differently between countries even thou output
gap series are cointegrated.

The results of Appendix D allow us to reject the hypothesis two above. Output gap
is sensitive to shocks in exogenous factors, however does not respond homogeneously to
composite shock in inflation, net interest spread and banking sector technology. The
results proved its heterogeneous response across the analysed seven countries with a
successful outcome for Visegrad group and Bulgaria, unlike Romania and Latvia.

Conclusions

This paper has developed an open macroeconomic model to study potential impacts of
composite monetary shocks in net interest spread, inflation and banking sector
technology on economic performance across the group of countries.

The VAR model introduces by Chudik and Pesaran (2007) is applied with a certain
assumptions which allowed us to split the large-scale VAR model of ten countries into
ten small scale VARs and tackle so far the “curse of dimensionality” problem. Contrary
to previous findings for Western European countries, the ad-hoc shocks introduced in a
VAR models for seven Central and South Eastern European countries allowed us to
choose the most efficient and appropriate monetary toolbox as a combination of monetary
instruments available to manage economic downturn and “warming up”.

Output gap responds heterogeneously across the countries both to a composite
shock in net interest spread, inflation and banking sector technology and to a composite
shock in net interest spread and inflation. Later is less effective across the countries and
rises an important question on the necessity of government interference in a banking
sector, looking for the best spheres of capital investment and guaranteeing the direct
placement of bank liabilities into assets in Hungary, Poland, Bulgaria, and to a lesser
extent in the Czech Republic.

Therefore, we assume there is no universe standardised monetary toolbox to be
feely implemented between the countries should any symptoms of downturn disease
appear. Indeed, heterogeneous approaches, scenarios and simulations should be done,
before a particular monetary instrument could be introduced following the expansionary
policy both in the short run or long run. Surprisingly, output gap of Bulgaria and
Romania does not respond homogeneously on shocks as their series are cointegrated. The

most important finding is also that, the size of the country does not predict / cause the
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delay in the response to a composite shock. There are several policy implications. The
impacts of composite shocks need to be estimated separately for comparative purposes to
choose the best one. Since expansionary monetary policy is not effective, the Eastern
European governments need to pursue new toolboxes and monetary discipline to
maintain nominal GDP as close as possible to its steady state.

Its noteworthy, Central Eastern European countries are going through its second
downturn since they became independent from the Soviet Union. Still, many politicians
and economists are stuck in the range of monetary and fiscal macroeconomic policies
necessary to be currently implemented to save the falling capitalistic system and provide
the same level of economic development as it was before financial crises 2008. Eastern
European elite should also pay more attention on the nearby Scandinavian models of

restrictive capitalism and universal social-welfare state.
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Appendix A Output gap series across Central and Southern Eastern European Countries,
1993Q1 - 2008Q4, %

Source:
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