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Asset prices, though not a goal or instrument of moneta-
ry policy, are nonetheless important for its  realization, since
they are a component of its transmission mechanism.
A main instrument of central banks’ monetary policy orien-
ted on price stability are interest rates, the changing of
which can have an impact on the level of consumer prices
also indirectly, and this by means of their influence on asset
prices. The development of asset prices is one of the indi-
cators of financial equilibrium, where its disruption can lead
even to a financial crisis in the economy as a whole. In the
long term, however, price and financial stability mutually
support one another, which results from their mutual inter-
connection. Price stability strengthens at the same time
asset price stability, since it reduces the risk of speculative
expectations, and consequently leads to a strengthening of
overall financial stability. Asset prices may however serve
for monetary policy as an important indicator of future ex-
pectations and may therefore often provide a central bank
the necessary information connected with the future deve-
lopment of risks in connection with price stability, which re-
presents the main goal of monetary policies.

Types of asset prices, channels of their 
transmission and the influence of monetary 

policy in this transmission mechanism

In order to gain a better understanding of the working
of asset prices it is necessary on the one hand to identi-
fy the factors at work in forming asset prices (expectati-
ons – rational, or speculative), and subsequently on the
other hand to examine the influence of asset prices on
the economy as a whole (on its equilibrium and stability).

The formation of asset prices is to a large extent affec-
ted by investors’ expectations (rational, or speculative) as
regards future economic development, which influence
the net present value of future asset yields2. From this it
results that changes in asset prices are affected by the
influence from changes in long-term expectations in con-
nection with the future development of the economy and
its main fundamentals, such as the productivity level,
input prices, tax policy, or real interest rates, etc. Chan-
ges in these expectations directly affect not only asset
prices, the level of inflation, but via various transmission
channels also economic activity as a whole.

From the experience of economic development it can
clearly be seen that asset prices are one of the transmis-
sion channels by which economic activity and the overall
macro-economic level of a country is influenced. Asset
price movements are to a large degree reflected in an
economy's development by means of their influence on
the financial position (wealth) of economic subjects, pri-
marily of enterprises and households, in consequence of
which the level of savings and investment changes (the
propensity to save, the propensity to invest). Assets value
however has an important influence also on the balance-
sheet of financial intermediaries (banks) and their willing-
ness, or ability, to provide financial resources, i.e. credit.

Asset prices (or the channels of their transmission)
comprise3:

• share prices, equity prices
• real estate prices (housing prices)
• credit to the enterprises and households
• the exchange rate.
The transmission mechanism of monetary policy occu-

pies an essential role in an economy, since a change in
interest rates brought about through monetary policy in-
fluences also the price level of other assets in the econo-
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my (loans, shares, equities, bonds, and real estate). The
transmission of these impulses is dealt with in literature,
for example Tobin’s Theory of Investment, F. Modiglia-
ni’s Life-Cycle Theory and the related Wealth effect or Li-
quidity effect.

Tobin’s Theory of Investment
Tobin’s theory describes the mechanism of the effect of

a change in monetary policy and the subsequent reaction
in asset prices (for example equities, shares and other se-
curities), which influences the real economy. It explains
how a growth in asset prices may influence investment. In
the case of a loosening of monetary policy (low interest
rates) equity prices will grow (a preference of investment
on the capital market over deposits in the banking sector),
whereby the market value of firms is increased in compa-
rison with the acquisition costs (this ratio is measured by
the Tobin coefficient – q = the market value of a firm / the
costs for renewing the capital). This situation gives en-
terprises the stimulus to subscribe new shares at a higher
price, where they use the capital gained in this way for
purchasing capital goods.The transmission mechanism of
monetary policy pursuant to this theory functions as fol-
lows: in consequence of a fall in interest rates (i �) equity
prices increase (Pe �), which subsequently brings about
a growth in the market value of the firm in proportion to the
costs for renewing capital (q�) and an increase in capital
expenditure (I �), in consequence of which economic ac-
tivity increases and output grows (Y �).

Expansionary monetary policy � i � � Pe � � q �
� I � � Y �

F Modigliani – The Life-Cycle Theory – the theory 
of the influence of wealth on consumption
This theory is founded on the action of the wealth ef-

fect, which is based on the assumption that a change in
equity and share prices influences wealth and consump-
tion. According to this theory consumption is determined
by a consumer’s life-long incomes, which are composed
of human capital, real capital and financial wealth. The
main component of financial assets comprises shares
and equities Pe (or other securities), the value of which
determines, to a substantial degree, the level of wealth. If
equity prices rise significantly (for example in consequ-
ence of a loosening of monetary policy), the value of fi-
nancial wealth (FW) is increased, as are the financial re-
sources of the consumer, in consequence of which
a growth in consumption (C) will be seen and subsequ-
ently also in economic output (Y).

Expansionary monetary policy� i � � Pe � � FW� �
C� � Y �

On the basis of the functioning of the monetary policy
transmission mechanism perceived in this way it is pos-

sible, through its expansion, to explain also the action of
asset prices in the development of the level of consumer
prices, since higher equity prices are connected, among
other things, with capital costs and the Wealth Effect and
thus consequently support domestic demand, which, too,
influences the price level.

Action of the Liquidity Effect in the transmission
mechanism 

The Liquidity Effect is connected with the preference of
consumers to spending on goods of various consumption
lengths depending on their expectations of the future de-
velopment of the economy. For example, expenditures on
long-term consumption goods are also influenced by the
stock market. The arguments of this liquidity effect focus
on the illiquid essence of long-term consumption goods
(e.g. real estate). In a the case of expected growth in equ-
ity prices the probability of financial difficulties is reduced
and consumers increase their expenditures on the pur-
chase of long-term consumption goods, which in the end
result again leads to a growth in economic output.

The opposite situation occurs in the case of expectati-
ons of financial difficulties, since in consequence of the
expected decline in equity prices there is a tendency to
give priority to holdings of liquid financial assets over less
liquid goods of long-term consumption. Besides this, equ-
ity prices represent an important indicator of the private
sector's expectations as to future economic development.

Equity prices (Pe)� � probability of financial difficulties
� � value of financial assets � � expenditures on long-
term consumption goods � � Y �

Credit (capital) channel in the monetary policy
transmission mechanism

A no less important transmission channel is the so-cal-
led capital [6] or credit channel, by means of which the
economy is influenced by equity prices, relating to their
function as collateral in the provision of loans by banking
subjects (the so-called “financial accelerator”). The value
of assets has an influence also on the balance-sheet
value of financial intermediaries, which in the end is ex-
pressed in the ability of the banking sector to provide
loans, i.e. in the volume of credit provided.

Real estate prices �� value of assets �� value of colla-
teral � � balance-sheet value of economic subjects � �
willingness of financial intermediaries (banks) to provide
loans �� volume of credit provided by banks �� I��
Y �

Financial structure of the economy 
and financial indicators (indicators of financial

stability / instability)

In analysing the financial stability of an economy it is
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important first of all to focuse at identifying its financial
structure, i.e. to ascertain in which financial sector the
prevailing volume of financial resources are allocated
(economies founded on a functioning capital market ver-
sus those founded on a functioning banking system)4, or
to identify the channels along which finance flows. Alt-
hough the wealth structure of the population in individual
countries is varied, there are many European economies
where more than 30% of the financial wealth of the po-
pulation is deposited in the banking sector (Spain, Ger-
many, France). Conversely, in countries such as Great
Britain or Holland receivables towards insurance compa-
nies and pension funds make up more than half the po-
pulation’s assets, where these institutions then reallocate
these resources by means of the capital markets (cases
may be found in history, when for example pension funds
recording high profits were not prepared for a financial
collapse, in consequence of which they suddenly found
themselves without resources).[8]

In identifying the financial structure and the level of the
financial system the orientation of an economy may be
analysed on the basis of selected indicators, or indices.
On the one hand the latter are founded on determining
the relative size of financial markets, i.e. the market capi-
talisation of  business companies in comparison with the
volume of bank loans. On the other hand, there may be
used an index indicative of concentration, or the force of
activity on the financial markets, expressed in terms of
the ratio of capital traded on stock exchanges in relation
to outstanding bank loans.[4]

The financial structure in a bank-oriented financial sys-
tem may be characterised by quantitative financial vari-
ables, such as monetary aggregates or bank loans. On
the contrary in the case of economies founded on functi-
oning capital markets an important indicator are asset
prices (shares, equities, mutual fund certificates, or other
securities, real estate, or housing).[4]

Development indicators of a banking 
sector-oriented economy
In economies with a less developed capital market (as

in the case of most transitional economies) most finance
in the economy flows primarily through the banking sec-
tor. In the case of an economy functioning in this way its
financial stability is founded in particular on the stability of
the banking sector, where loans represent the main in-
strument of allocating financial resources in the economy.

Where the banking system is at a high level, it requires
in the provision of selected types of loans collateral with
the aim of eliminating, or reducing the risk of default on
the loans. In providing loans for housing (mortgages) in

this financial process the function of collateral is played
primarily by real estate (in particular apartments, flats
and houses). On the basis of this housing prices, or real
estate prices, which equally belong to the same category
of asset prices, are also a very important indicator of eco-
nomic and financial stability.

In the case that prices of apartments, flats, or houses,
fall the value of the collateral consequently falls, where
from this value is usually derived the amount of the loan
provided. In consequence of the mentioned effect the len-
ding potential of the banking sector may decrease, which
may then lead to a lack of funds in the economy, or a "cre-
dit crunch", with a negative impact on economic activity
and output.

Development indicators of a financial 
markets-oriented economy
In an economy with a functioning and developed capi-

tal market it is important in connection with identifying fi-
nancial stability, or the risk of possible instability, to moni-
tor asset prices (securities, primarily shares and equities)
created through the trading of these assets on the capi-
tal market. In a system functioning in this way, in provi-
ding credit to economic subjects (enterprises as well as
the households) which own these tradable assets they
may also fulfil the function of  collateral.[2]

Within the scope of evaluating the importance of the fi-
nancial structure in the process of identifying financial
stability there are claims arguing in favour of the impor-
tance and position of asset prices in this process, prima-
rily of prices of assets traded on the capital market (sha-
res and equities). The arguments mentioned are founded
on the assumption that the financial and primarily capital
markets are more efficient and effective in comparison
with financial institutions (banks) in determining asset pri-
ces (“price rationing”) and consequentially also in credits
allocating. Banks as financial intermediaries in this app-
roach determine the price of an asset primarily on the
basis of the volume of resources provided (“quantity rati-
oning”). On the basis of this asset prices created on ca-
pital markets have a greater predicative ability, since
more information is included in them, since market parti-
cipants should be more sensitive and react more flexibly
to changes in demand and supply for credit and to the
economic situation as a whole.[4]

In economies with a developed banking sector, but at
the same time also an efficiently functioning capital
market bank financing is equally important as financing
via the capital market and it is therefore necessary to
monitor all the mentioned indicators and variables. Un-
substantiated changes in any of them may signal a risk
of possible financial instability. On the basis of the sta-
ted facts, however, it may be said that the development
of loans together with movements in the prices of other
assets serve as an important indicator of financial sta-
bility.
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ted prevailingly on the capital market and, conversely, countries his-
torically founded on the French civil law tradition are prevailingly ori-
ented on the banking system. [4] 



Property prices (real estate prices, or housing 
prices) versus capital market asset prices
Analyses of historical asset price data show that hou-

sing prices, or real estate prices are, compared to capital
market asset prices (shares, equities and other securiti-
es) are more prone to boom and bust cycles and on ave-
rage 70% of cases, where there occurred a sharp growth
in real estate prices, they suddenly dropped in the cour-
se of the following two years.[5] Therefore real estate pri-
ces appear a more reliable indicator of price bubbles than
equity prices.

A reduction in economic activity in connection with the
bursting of a realestate price bubble generally has a more
negative impact than the bursting of an equity price bubb-
le. It is prices of real estate that trigger high-cost asset
price booms [3], where the period following them is cha-
racterised by a sharp decline in real economic growth.
One of the explanations why it is real estate prices that
play such a role is that real estate form a substantial part
of households' assets. This fact is probably connected
with its importance and position in the framework of hou-
seholds’ wealth, as well as with the role of loans (or real
estate as their collateral) and their financial intermedia-
ries (banks in the real-estate market.

Despite the fact that a sharp growth both in housing pri-
ces, as well as in the prices of shares and equities or
other securities, has been accompanied by a growth in
the volume of credit provided, a worsening of the situati-
on in the provision of credit has been recorded prevai-
lingly in connection with a sharp decline in housing pri-
ces. The bursting of a price bubble on the real-estate
market has usually had a very strong and quick negative
impact on the banking system and its lending capacity. In
the period of a fall in the prices of equities and other se-
curities however the growth in lending continued.[5]

Despite the fact that a burst of both the mentioned
types of price bubble has the consequence of decreasing
economic activity and related economic losses, the pri-
ces of shares, equities and other securities have shown
to be a less reliable indicator of the risk of financial insta-
bility, or crisis. As a result it is important for central banks
to monitor, among other indicators, primarily the develop-
ment of housing, or real-estate prices (or at least to hold
them in databases).

Identifying financial disequilibrium,
or asset price bubbles

In many cases when economic crises or financial in-
stability has occurred in an economy, this development
has been connected with boom and busts asset price
bubbles, meaning a significant growth in the real-estate
or capital market, followed by their sudden drop when the
price bubble burst.

It is often said that it is very difficult to identify a price
bubble in real time, or indeed impossible, since from the

essence of asset prices it follows that they are of a for-
ward-looking nature [7]. Therefore it is very difficult to
evaluate their development ex ante, since we do not
know whether the expectations on which the bubbles are
founded are realistic. Selected indicators do however
exist which could help in analysing their development. For
analysing the development of the capital market and its
components there is, for example, the P/E ratio (the Price
/ Equity ratio, which is a coefficient of the financial stan-
ding and goodwill of the results, or capitalisation)[7].

In professional literature selected key indicators (or ra-
tios of them) are given, a relatively high growth, or devia-
tion from the long-term trend of which could signal nega-
tive movements in asset prices:
• private sector credits to GDP,
• credit equity gap,
• M2 gap (money gap, i.e. money supply to GDP), credit

gap (i.e. credit to GDP), exchange rate gap, equity price
gap,

• investments (their current development),
• real growth of equity prices and other security prices

(growth in inflation adjusted equity prices),
• an aggregate index of asset prices (equity + property =

wealth).
In monitoring the development of the banking sector in

connection with the possible risk of its instability, or cri-
ses, its functioning is evaluated, for example, on the basis
of deviations in the growth of credit compared to the rate
of GDP growth [1], or the share of credit to GDP [4]. The-
refore in a process focused on identifying of disequilibri-
um in the financial system it is necessary to pay increa-
sed attention to this aggregate. Primarily the mutual
action of credit together with asset prices can in an eco-
nomy in certain cases has a negative influence, for exam-
ple in the context of approaching inflationary pressures.
An important indicator of the growing risk of financial di-
sequilibrium is the persistent and significant growth of
credit, usually at the same time accompanied by a mas-
sive growth in asset prices. Ignoring such signals may in
certain cases lead to unexpected fluctuations in both out-
put as well as inflation.

On the basis of experience from the previous develop-
ment of financial crises caused by the bursting of price
bubbles a sharp rise in asset prices may be considered
a signal of a possible asset price boom, while a sudden
decline in asset prices may be considered a signal of the
possible bursting of this bubble.[5]

A financial disequilibrium need not however always
lead to a banking crisis. Its source may lie also in partial
disequilibrium on the credit market. Banks may be willing
to provide loans to creditworthy clients. Debtors however
may, conversely, be under pressure to reduce their ex-
penses so as to not over-burden their balance sheets.
There thus arises a disequilibrium that is not a consequ-
ence of a lack of supply, but rather, low demand and an
unwillingness to finance from external sources. Accor-
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ding to the opinions of several experts in this field an inc-
reased proclivity of economies to financial crises, or di-
sequilibriums, is connected also with gradual growing fi-
nancial liberalisation.
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