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The Baltic Paradox

The levelling of prices with their Western counterparts is the key factor determining the level of inflation in the Baltic States. However, few economists or politicians admit that.

By Dr. VYGINTAS GONTIS
It is commonly supposed that the main cause of inflation and price rise is the unbacked issue of money and its depreciation linked with it. However, this maxim has not been confirmed by the development of Baltic economies.

No Baltic State pursues an inflationary monetary policy. Lithuanian and Estonian currencies are tied to the U.S. dollar and the German mark respectively at a legally fixed exchange rate, and the Latvian lat is steadily growing stronger with respect to hard currencies due to the tough policy of the Central Bank. However, prices in all three states are rising constantly.

Most economists are amazed by this because they find it difficult to reconcile two opposing phenomena: the price rise and the consolidation of national currency.

This contradiction can be explained by the levelling of prices in countries with transitional economies with new market prices in the West. Due to the intensifying economic exchange all wealth and labour in our countries being revalued they are approximating to the value of wealth and labour on Western markets. A large amount of goods is already now being sold at Western prices, especially imported items and those that can be exported. However, articles manufactured for the local market are still considerably cheaper than in the West due to a remarkably low level of wages. The same also applies to the prices of real estate.

We can be certain that the levelling of prices with Western counterparts is the key factor determining the level of inflation in the Baltic States by taking a look at a chart that depicts the rise of prices in dollars in our states. The levelling of prices is more effective when one manages to eliminate other causes of inflation: the unbacked issue of money and its depreciation. Therefore, in Estonia, which was the first to introduce its national currency – the Estonian kroon – and to tie it to the German mark at a constant exchange rate, prices in dollars rose most rapidly in 1992. Latvia did not lag much behind because its temporary currency – the Latvian rouble – was also an effective measure in stabilizing money. Lithuania did not take advantage of the opportunity to stabilize its currency, and prices in roubles and the provisional currency – the talonas – rose fast in 1992 and early 1993 due to the depreciation of money used on the local market, thus restricting the natural rise of prices of goods and labour in dollars.
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Several months were sufficient for Lithuania to level out the lag of prices in U.S. dollars after resorting to resolute measures to stabilize its national currency. Since the middle of 1993 prices in U.S. dollars in all three Baltic States have been rising at the same rate. Slight fluctuations and differences can be explained by oscillations of mutual exchange rates of basic currencies with which national currencies are linked. It is also of interest that the levelling of prices in U.S. dollars depends little on the differences of conducted economic reform. This shows that the development of market relations in both countries is similar.

It is very important to note that along with the rise of prices in U.S. dollars the key component of prices – wages – increases. Here we could compare the change of average wages not only in the Baltic States but also in Central and East European countries. The data presented in the table show that the average wages in U.S. dollars are rising in all the countries, but their levels are different. It is very easy to note also that the higher the level of average wages, the sooner and more resolutely a country curbs the depreciation of its national currency.

Despite the obvious advantages of the consistent and steady monetary policy the inadequate understanding of causes of inflation, different interests of various economic and social groups and the politicking on the economic topic still cause many dangers to the preservation of monetary stability. The following arguments of advocates of the depreciation of the litas are most often heard in Lithuania.

It is supposed that high inflation (35.7 per cent in Lithuania in 1995) automatically implies a drop in the "actual" rather than the officially established value of the litas against the dollar because inflation in the United States was only 2.6 per cent. Those who think like that ignore the fact that in Lithuania there are no restrictions to the exchange of litas into dollars and vice versa and the fact that all litas put into circulation are backed by hard currency kept in foreign banks. They demand the restoration of the true value of the litas. Our reply is very simple here – even though it could be considered that the dollar in Lithuania depreciates at the same rate as the litas, it is, however, more consistent and, probably, more correct to believe that all wealth and labour in Lithuania are being revalued taking into account the expanding economic relations with the West. Such revaluation and the ensuing "inflation" are unavoidable in further integration with the European Union and other Western markets. Attempts to depreciate national currency would add inflation of money depreciation to the existing "inflation" of the levelling of prices and would only slow down that integration.

It is also supposed that a stable and allegedly overrated exchange rate of the litas diminishes export and increases import, and after some time the export deficit will definitely force a depreciation in national currency. One cannot agree with this because the amount of litas in circulation and the adequate hard currency reserve in the Central Bank are constantly growing (see the chart). This growth has practically caught up with the rise of prices of consumer goods and services. Observed in almost all Central and East European countries, the export deficit is associated either with inaccuracies in assessing the export-import balance or with purchases made on behalf of the state and with loans extended by international financial organizations. The fact that the amount of litas put into circulation keeps up with the level of prices must also mean that the country's economic potential does not experience recession that is often recorded by frequent statistical estimation. This is also confirmed by the constant consolidation of the lat in Latvia associated with the market exchange rate.
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Table:   Median monthly salary in dollars

	Country
	1993
	1994
	1995

	Bulgaria
	 115
	 86
	 118

	Czech Republic
	 200
	 240
	 315

	Estonia
	 83
	 138
	191

	Latvia
	 77
	 138
	 186

	Poland
	 221
	 241
	 265

	Lithuania
	 50 
	91
	 130

	Slovak Republic
	 175
	 196
	 253

	Hungary 
	296
	 317
	 328
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