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A BALANCED APPROACH TO MONETARY POLICY
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Abstract

Monetary policy, which together with fiscal politgrms the basis of the economic policy of the stateurrently
receiving unprecedented attention — including thehe general public, as a result of the protractgdbal financial
crisis in 2009. In this context, attention shoukd focused namely on central banks, which have redre middle of
economic troubles in the past. The influence otcdr@ral banks grew mainly through political in th@s and 80s of the
last century. From this period, we can see the gnaef central banks all independence around theldvas a currency
guarantor, which resulted in a relatively quiet joer without major economic crises, but ended assult of the
irresponsible fiscal policy of political elites. &tefore, the aim of our research paper is to amalywnetary policy as a
significant part of the economic policy of the stawith the accent on the position of the centahly which has a
decisive influence on the way and performance dfigtawy policy. The concept of monetary policy frima very
beginning to the present has undergone a numbehafges. The central bank has almost every coumttiye world.
The role of central banking is generally perceivadindividual economies as irreplaceable, but thetebility or
necessity of setting up these institutions was bgetifferent states depending on many factors.
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Introduction particular on the extent to which the central bank
able to influence the operational and mediatory
criterion of the currency instruments available tfat
purpose and, in particular, on the existence dilsta
or at least forwardly predictable links between
operational and intermediary criteria and monetary
policy objectives (Rustinci, 2015). The effectivege
of monetary policy, that is to achieve the set
objectives, is further influenced by degree of
independence, credibility, accountability and
transparency of central banks, depending on the typ
of transmission mechanism chosen.

Monetary policy forms, in addition to fiscal
policy, a basic instrument of economic authority
(governments and central banks) to influence the
economy's performance. For monetary policy, in the
broadest sense, we can regard the conscious wctivit
of an entity/entities that, through monetary
instruments, seeks to regulate the developmertieof t
amount of money in circulation, thereby achieving
certain goals. In other words, monetary policy is a
process under which pre-defined objectives are or
should be achieved using the monetary instruments
available to the central bank. However, the mogetar 1. The Objectives of Monetary Policy
instruments at the disposal of the central bankato
lead directly to achieving the set objectives, detton
a number of economic variables that ultimately ciffe
the achievement of the target. Achieving a setgyal

Monetary policy is one of the areas of
macroeconomic stability policy that seeks to achiev
. o . the broad economic policy objectives. In this sense
therefore achieved through mediation. We call this monetary policy in the broadest sense can be

monetar olic mechanism a transmission ; ) L .
y poiicy e : considered the economic activity of an entity that,
mechanism. The transmission mechanism represents

the causal relationshio between the ourrenc through monetary instruments, seeks to regulate the
: pbem . Y amount of money in circulation and thereby achieve
instruments used and the objective of achievingdhe

instruments. Furthermore, the general scheme of thecertain goals. The overall objective of the monetar
’ ’ 9 . policy process is therefore to achieve predeterthine

Consituted by monetary polcy insiruments thatast | [21GE1S, n parteular with regard to developmene
y y policy recent decades, the promotion of price stabilitien

the operationalandmediatorycriterion to achieve the monetary policy objectives are support for economic

ultimate monetary policy objectives. Whether the growth, high employment rates, a stable exchange
transmission mechanism will be effective depends in rate, stable interest rates, and the stability raf t
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financial system. However, the ultimate objectioés
monetary policy are not completely identical in
market economies. They are often legally supported
and are therefore binding on the central bank.
Defining monetary policy objectives is not easycei

employment, product and aggregate demand. Thus,
real economic variables in the long run. This was a
fine-tuning policy, which however focused too much
on short-term goals and was not able to capture the
effects that occurred with a longer time deviation,

the 1970s, in advanced market economies, opinions especially the rise in price levels. In practiceist

about the clear priority of the internal stabildy the
currency as the only long-term objective of mongetar
policy prevail. Its onset is mainly related to the-
called oil shocks, when monetary policy and its
objectives have proved ineffective and failed to
respond effectively to the economic situation efrmj
price levels and declining real production. As sute

of this situation, there has been a change in tag w
monetary policy has been implemented, as well as
changes in its objectives.

Therefore, the central objective of most central
banks is now considered to be the internal stsmlit
the currency, respectively fight against inflatidrnhe
preference for this goal is based on the belief tha
price stability is a prerequisite for economic gtiow
over a long period of time. However, central banks
may also pursue other objectives in pursuing
monetary policy, thereby supporting the governmsent'
economic policies leading to sustainable economic
growth. But only if the achievement of these gosals
not in contradiction with the main objective. These
targets, especially in the short term, may be
inconsistent in the sense that their achievement ma
require contradictory solutions, especially in a
situation where the central bank seeks to contrel t

movement of the exchange rate or interest rates. Inrates

policy, which pursued anti-cyclical action, and \who
goals included a reduction in unemployment and an
increase in a real product, led to pro-cyclicaiwitgt

and increased  difficult-to-anticipate  cyclical
fluctuations. As a result of these phenomena, theor
and practice have been forced to seek a way dineof
situation. The starting point was precisely theceori
stability, which was defined as a new monetarygyoli
objective. In this sense, a central bank that imglets
monetary policy has a choice between a restriaiive
expansive monetary policy that slows or accelerates
the growth rate of money in circulation and a nautr
monetary policy in the form of stabilizing a
"reasonable” rate of growth in the amount of moimey
circulation. Furthermore, expansive monetary policy
is taking place at a time when it is necessary to
stimulate the economy. This is most often the case
with high interest rates, a weak economy, high
unemployment and little fears of inflation. Economy
stimulation is carried out by the central bank desp
the reduction of its interest rates, on which
commercial banks respond with a higher willingness
to provide new loans, and the clients of these ank
are willing to accept these loans.

Increases in money supply and lower interest
lead to an increase in investment and

these cases, one or more goals must be preferred taconsumption, resulting in an increase in aggregate

the expense of others. For the central bank, it is
therefore appropriate to work only with one priprit
objective - the internal stability of the currendyhe
hypothetical second place is the promotion of
economic growth and the stability of the exchange
rate (Jones, 2017). Employment support and the
equilibrium of the current account of balance of
payments stands in the background as an
accompanying goal of economic growth, respectively
the exchange rate. Some of the above-mentioned goal

demand and consequently in a fall in unemployment
coupled with rising inflation. Such economic stinmsil
ends when interest rates go down enough and the
central bank again needs to be interested in jwicd
developments. Conversely, restrictive policy isduhs
on an increase in market short-term interest rdtes.
interest rate managers react in the opposite wary th
in the case of stimulating the economy. The central
bank performs a restriction in conditions of high
inflation, where the economy can be described as

(e.g. interest rates or exchange rates) can also beoverheated (Simpson, 2014). How will it impact on

transformed into the role of an operational
mediating criterion, and so serve other endpoints.

or

1.1 The Nature of Monetary Policy
Different Objectives

regarding

According to Keynesian economic theory,

the end goals? A decline in aggregate demand dae to
fall in investment and consumption will result in
lower inflation, but unemployment will rise. As 300
as there is a sufficient increase in the interats and
the decline in inflation concerns, restrictive pwli
moves into an expansionary attempt to re-stimulate
the economy. At first glance, an expansionary and
restrictive monetary policy may seem to have affeéct

monetary policy should have been activist and aimed the level of unemployment, inflation and balance of
at eliminating cyclical fluctuations in the econamy payments. But the reduction/increase in
This theory was based on the view that the central unemployment is only temporary as well as the irhpac
bank is able, through its currency instruments, to on the current balance of payments. All the final
influence both the price level and, in particular, monetary policy objectives, apart from price siapil
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are central bank able to achieve only in the steorb.
In the long run, monetary policy can only influence
inflation.

2. Perspectives on Monetary Policy and Price

Level Stability

The basis of price stability as a monetary policy
objective is the theoretical concept of monetarists
quantitative theory of money and the resulting
neutrality of money over the long term. Accordimg t
the theory of money neutrality, money in the long r
does not affect real economic variables, but driky
able to influence the price level. The basic is twha
considered to be price stability — prices in comista
absolute terms, or is a certain price increase very
limited scale, still considered price stability?
Monetary stability means the situation where
households and businesses do not take inflatiomwhe
deciding into an account. In the practice of cdntra
banks and the theoretical outcomes of economic
experts price stabilityis considered to be inflation up
to 2-3%. Moderate inflation in the 2-3% band is
considered to be price stability mainly because of
inaccuracies and deviations in its measurementePri
stability brings security to the economic situatiomd
to economic development (Gali, 2015). Due to price
stability, the probability of a correct estimatefofure
developments increases, resulting in pro-growth, as
economic and business moods are improving.

It follows that one of the central banks' monetary
policy's priority objectives in the market economy
the fight against inflation Inflation often coincides
with a rise in price levels. However, this is mgral
simplified view. Although inflation can be definéal
a variety of ways, most economists now generally
agree on the general formulation of inflation. &titbn
can therefore be defined as a continuous long-term
rise in price levels, which is associated with esbee

economists agree, considers inflation to be a lenge
term (two calendar quarters, immediately following)
continuous price level rise that is associated with
excessive money issuance and leads to a declihe in
purchasing power of money. Furthermore, it is the
repeated growth of most of the prices in the ecgnom
this is a weakening of the real value of the cuyan
relation to the products and services the consumer
buys. It is important to note that not all priceanbes
associated with its growth are perceived as imfigti

as it can only be a sharp rise in prices. As amgia

of such a sharp increase in prices, we can lishgés

in tax rates or the release of regulated prices.
Influence as a negative monetary phenomenon is
connected with a number of negative manifestations
and consequences.

The main negative impact of inflation is the
redistribution of wealth Redistribution of wealth
means the transfer of resources between groups of
economic subjects. However, the redistribution affe
itself has no negative impact on all groups of
economic subjects. The most redistribution is betwe
creditors and borrowers when funds are transfeed
borrowers as interest rates lose their effect due t
inflation. Other groups of entities that have a
significant impact on non-distributive effect are
employees from which resources are transferred to
employers, progressive taxpayers from which
resources are transferred to the recipients ofethes
taxes, and, last but not least, the redistribuétiact,
the subjects predict correctly predicting price
developments the detriment of the entities preaicti
price developments wrongly. By the redistributive
effect, however, the list of negative effects dfation
does not end — i.e. in situations when the economic
entities are trying to keep as little money as ibss
for immediate consumption and hold the other funds
on interest-bearing accounts, where the interesois
the loss of the real value of money literally iorft of
the eyes, and for every slightest amount they wuder

money issuance and which leads to a decline in the the way to the bank soiled. Likewise, thenu costs

purchasing power of money. But the question remains
what is long-term growth? A long term may also
mean a relatively short period, for example two
consecutive quarters. Secondly, it has to be stess
that prices cannot grow in the long run and
continuously unless the amount of money in
circulation simultaneously grows. In addition, & i
important to note that not every rise in price lege
worth mentioning as inflation. The price level may
also increase sharply, for example due to changes i
the tax system, deregulation of prices, etc. Thes i
more appropriate to talk about price increasesremd
about inflation. From the above it follows thatwe
deal with price stability as a monetary policy
objective, inflation is at the center of our int&relhe
broad definition of inflation, to which most

or re-pricing costsare related to the costs that need to
be incurred, such as revaluation, change of bichgor
etc., which would not have to be incurred in price
stability and further raise the price level. Howgve
inflation also has an impact on the pace of economi
growth. In the short run, higher economic growth ca
be achieved at the cost of higher inflation. MooV

in order for the central bank to maintain price
stability, it is imperative that it be able to agh
inflation. However, it cannot act on inflation watht

the ability to measure it. We can measure thetiofia
rate in two basic ways. The first is the gross dstine
product deflator (GDP deflator), while the second
measure is done by the consumer price index (CPI).
CPI inflation means that changes in the price level
through the consumer basket are followed by
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comparing the prices of the given period to theq®i

in the previous period. Theonsumer baskeatontains

a selection of goods and services that are assigned
different weight in a given consumer basket. It is
precisely in the selection of items and the
determination of the different weights of individua
items that one of the possible inaccuracies oéiith

by commercial banks ensures the bank's level of
liquidity. Bank lending limits commonly referred to

as credit ceilings or credit contingents, are ohthe
most effective monetary policy instruments, but in
spite of their high efficiency, their use in advadc
market economies should be exceptional and short-
lived since they are strict directives, which seler

measurement using the CPI index, as this choice mayrestrict the decision-making autonomy of commercial

not correspond to real consumption. The CPI index
can be used to track changes in price levels aven i
very short period of time.

On the other hand, GDP deflator is based on a
comparison of the prices of all goods and senvicas
make up gross domestic product in the current gerio
with prices in the base period. The advantage ef th
GDP deflator compared to the CPlI is its compleagy
GDP deflator includes all produced goods services,
unlike a consumer basket, which contains only
selected goods and services to which a certainhiveig
is still allocated. The disadvantage is the timiaye
which is due to the fact that data on GDP are ctabe
only quarterly. Likewise, inflation targeting
represents a monetary policy regime whereby the
central bank seeks to influence the evolution af re
inflation in a predefined quantified framework.
Another price index used is the producer price xnde
(PPI) (Champ, 2016). This mainly shows how
domestic inflation affects the competitiveness of o
producers compared to foreign ones.

2.1 The Direct and

Instruments

Indirect Monetary Policy

Direct monetary policy instruments can be
characterized as administratively and predominantly
selective, since they can directly influence the
behavior of financial market participants. The
advantage of their use lies in the possibility lodit
differentiated use. The central bank has the piisgib
to regulate, for example, in the regulation of dred
resources to selectively determine the monetary
strategies according to the category of loan appti;
the loan object, etc. In general, direct instrurearan

banks. The credit limits are the direct impact r&fdit
aggregates based on the determination of the
maximum extent of loans granted. We distinguish
between absolute credit limits and relative credit
limits. Absolute credit limits represent the maximum
amount of loans that banks can provide to their
clients. On the other hand, the relative credititsm
represent the volume of loans that commercial banks
can obtain from the central bank. Furthermore,
mandatory depositare not a very important monetary
policy instrument that is used against state aittesr

or state-owned enterprises. These authorities and
businesses are required to have a current account
exclusively with the central bank. This instrument
controls the liquidity available to these entitiedich
would otherwise have an impact on the monetary and
credit aggregate. On the contrangerest rate limits
influence the rate of population savings and
stabilizing interest rates.

On a similar notejndirect instrumentsare the
most frequently used monetary policy instruments in
market economies. Their advantage is the global
impact on the whole banking sector, unlike direct
instruments, they cannot be selectively applied by
central banks and there is no interference with the
independent decision-making of commercial banks, as
banks may not respond to them. Indirect tools,
therefore, lack directivity, another typical feauof
direct tools by which these tool groups can be
distinguished. Indirect instruments of monetaryigol
include, in particular, open market operations,
discount instruments, exchange rate interventionks a
mandatory minimum reservdstee markebperations
are among the most effective and most frequently
used monetary policy instruments at present. High
efficiency, which is not typical of indirect moneja

be considered more effective as they have a direct policy instruments, stems primarily from the alyilitf

impact on the bank's decision-making mechanism, yet central

their use in the market economies should be
exceptional and limited in time as they lead to a
reduction in the business autonomy of banks. Direct
monetary policy instruments include liquidity rules
credit limits, bank interest rate limits, and matada
depositsLiquidity rulesare an instrument that serves
to directly influence bank stability. The principts
which they are based is the determination of aagert
structure and ratio of the assets and liabilitids o
commercial banks. Determining a certain structure
and ratio of assets and liabilities to be completh

banks to arbitrarily adjust the price of
securities in open market operations in such a agy
to achieve the intended intentions. Free market
operations represent purchases or sales of sesuriti
by a central bank to commercial banks and other
domestic banks in order to regulate bank reserves o
short-term interest rates. From a currency pergect
we distinguish three basic types of open market
operationsdirect operations(one-way operations —
purchase or sale with foreign securities that have
direct and sustained impact on bank reserves and
short-term interest ratedepo operations- distinguish
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between simple repo operations and reverse repocommercial banks and other banks have to creae at

operations (in simple repo operations, securities a
sold with a warranty and redemption, which
temporarily reduces bank reserves, while for revers
repo operations, the mechanism is exactly the

central bank, with the primary goal of influenciti
monetary multiplier. It is an instrument that canhe
categorized as indirect instruments because thieaten
bank directively prescribes commercial banks the

opposite. As a result, the central bank purchasesobligation to have a certain percentage of primary

securities, which leads to a short-term increase in
bank reserves); andwitch operation— a simple
exchange of securities for securities in the same
volume but with another maturity, which only chasge
the maturity structure of the securities without
affecting the bank reserves.

In a similar sensediscount instrumentsre a
traditional monetary policy instrument, which are
used to a large extent at present. Discounting
instruments mainly affect bank reserves and short-
term interest rates. Among the discount instruments
are mainly non-cash loans provided in domestic
currency to commercial banks by the central bartk an
the interest rates on these loans. Discount loaas a
usually secured short-term (maturity does not excee
3 months) loans that are provided by the centrakba
to commercial banks. For the granted loan,
commercial banks generally pay the central baréta s
discount rate. Discount loans are the most acdessib
and, to some extent, theheapest source of liquid
funds for commercial banks. For the central bank,
then, discount credits are a means of influenciegkb

reserves and a discount rate primarily as a means o

influencing short-term interest rateRecessive loans
can be considered one of the types of discounitsred
It is also a characteristic short-term, but théedénce

lies in the lower quality of securities being
collateralizedLombard loansare used by commercial

deposits deposited with it and, in case they faitlo

so, they are sanctioned. Lastlgecommendations,
challenges, and agreementme verbal or written
amendments to monetary policy instruments through
which the central bank concretizes its monetaricpol
intentions. Recommendations, challenges and
agreements are differentiated on the basis of the
characteristics of their content. While the
recommendation is generally very general, the
challenge is already a concrete expression of tinten
and instruction to commercial banks. Although these
are not formally binding rules they can be consder
as effective instruments of monetary policy. Their
effectiveness stems from mutual trust between banks
and from the possibility of indirect sanctions Inet
central bank in the event that commercial bank$ wil
not follow recommendations, challenges or
agreements (Walsh, 2017). With the growing
credibility among banks their importance as moryetar
policy instruments is also growing.

3. The Channels of Monetary Transmission:
Lessons for Monetary Policy

The transmission mechanism is one of the basic
building blocks for understanding monetary policy.
The transmission mechanism is the process by which

banks in cases where they can no longer obtairsfund the central bank is trying to achieve the final
cheaper, in the form of discount and recessionitsied ~ OPjectives by using the monetary policy instruments
and need funds due to liquidity problems or because @vailable for that purpose - the practical
of the need to add mandatory minimum reserves. Implementation of monetary policy. However, the
Additionally, exchange rate interventionis a central bank has no direct impact on the final
monetary policy instrument whose primary objective ©OPjectives, but indirectly influences them, by agti

is to influence the stability of the exchange ratee on an operational and mediatory criterion. Therfor
importance of exchange rate interventions as it represents the causal relationship between the
monetary policy instruments varies considerably Central bank's monetary instruments used and the
depending on whether they are used in a monetaryObJeCt'Ve to be achieved by these instruments. §iee ¢
policy mode using the fixed exchange rate regime S€€ that the central bank does not necessary have a
where they are an important and permanently used direct effect on the final objectives, while their
instrument or a freely floating rate regime. achievement is conditioned by the ability of the

For exchange rate interventions, we distinguish monetary author'i'Fy to inﬂ'uence _the operational
direct interventionswhere the central’ bank directly criteria, or the ability o predict th? links b(_ekweth_e ,
buys or sells foreign currencies abroad for theppse development .Of operational and .|nt.ermed|'ary. cateri

. ) T and/or the link between mediating criteria and
of influencing the exchange rate, anddirect

interventionswhere the central bank operates on the monetary policy objectives. The choice of clrliteria
exchange rate by changing interest rgtes that taffec depends on the choice of the final target, thel !

1ange r y ging tools, and the belief in certain channels of the
foreign capital movements and thus affect supply an

domestic currency  demandviandatory  minimum transmission mechanism that transfer the impulse
y Yy triggered by the use of a tool over the criterighe
reserves set out the rules for receivables that

target change (Moenjak, 2014). In the end, monetary

25




SOCIALNO -EKONOMICKA REVUE [/ 01-2018

instruments can affect a variety of macroeconomic their modifications, or central banks can use mldti
aggregates. Economic theory distinguishes threie bas types of transmission mechanisms at the same time.
types of transmission mechanisms: currency, credit, Even within the EMU, the transmission mechanism
and exchange rate (Scheme 1) (ECB, 2018). In has different forms, dynamics and strength in
practice, however, we are more likely to encounter individual national economies.

Figure 1. Main Transmission Channels of Monetary Roy Decisions from Interest Rates to Prices

Shocks outside
the control of the
central bank

Official interest rates

—— Expectations Money market ;
interest rates .| Changes in
i | risk premia
] gha:ges_itnl
5 ank capita
wil Mone_y, N A§set .| Bank || Exchange | _ i
credit prices rates rate ..,_u Changes in the
J ] I | i | global economy
| Wage and Supply and demand in ,-— Changes in
price-setting goods and labour markets i | fiscal policy
f i
I i :
»  Domestic Import ] Chianges I
: : i | commodity
prices prices { | prices

I |

Price developments

Source: ECB, 2018.

At the beginning of the 21st century a clearer the transmission, the resulting interaction is tekeo
definition of the transmission mechanism process wa account in inflationary developments, which arenthe
made. Since the standard central bank is in a marke compared to the final objective of monetary policy.
environment and does not regulate administrative Since monetary instruments ultimately result in a
price developments, the only available operational number of macroeconomic variables, it is diffictdt
criterion for achieving the ultimate goal — mongtar identify only one channel of transmission from ol
price stability — is interest rates. The long dis& to targets. The central bank usually only workshveit
between the operational criterion and the finajear single channel but monitors the other channels. In
of the central bank overcomes three transmission practice, we distinguish four basic monetary policy
phases. First, the central bank explicitly setsfiha channels, namely the credit channel, the intewsst r
target, which serves as an anchor of economic channel, the asset price channel, and the exchatge
operators' expectations. At the same time, market channel. The first three of which have an impact on
interest rates (nominal and real) are influencedhiey domestic demand for domestic goods and services,
base rates, which are then reacted by the financialwhere the credit and partly asset price channels
sector. All financial variables interact with theat operate indirectly over money supply. On the other
economy and aggregate demand and supply on thehand, expenditures and, again, partly asset price
commodity market are formed. In the final phase of channel, act directly on the demand for domestic
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goods. Thecredit channekepresents a range of loans
from banks and loan demand from clients. The

volume of loans granted is reduced by banks and is

based on the level of market short-term interegista
The short-term interest rate is the main critefiothe
decision-making of economic subjects whether te tak
the loan or not. Reducing the short-term interag r
will increase the interest in loans from househaldd
businesses and vice versa. An increase in theesiter
rate also carries certain risks — a higher prolgbil
that a loan will be requested by an entity thatsdoat
intend to repay it. Commercial banks thereforetégh
the terms of credit provision. The credit channalym
also have a different impact in different sectors —

3.1 Inflation Expectations

Inflation expectations is currently one of the most
powerful transmission channel. The basis of
everything is to set an explicit goal, since mdrant
half of all central banks nowadays use an explicit
inflation target as a tool to anchor inflation
expectations and thus increase the availability of
information. Following the announcement of the
central bank's inflation target, the public doed no
expect real inflation to be the same as the deatlare
target. That's what the central bank is aware ef th

higher for small businesses and households, smallerinflation target it announced, which is lower thiae

for large corporations (they have better informatio
and the possibility of lending abroad). It follofvem

this that the volume of credit has a direct effatthe
money supply and consequently mediates the final
monetary policy objectivesAsset price channel

currently observed inflation. This provides a clima
that contributes to the expectation of low inflatio
Since the early 1990s, therefore, central bank® hav
started to use combinations of transmission channel
with the transition to the inflation targeting rewg.

represents a channel of increase or decrease off Or inflation targeting, central banks focus ditecn

business activity (acts on domestic demand, both
directly and indirectly through money supply).

the ultimate target, which is the medium-term
inflation target. The central banks therefore decka

Reducing the market short-term interest rate causesCenain inflation target in the form of an inflatio

increased business activity, which increases damest
demand for domestic goods and services directly or
indirectly (by increasing money supply) and then
increases inflation, GDP and employment.

The interest rate channels a preference for

spending or savings for households and businesses

Saving affects only the rate of money circulatiart b
does not affect the size of monetary aggregates.

Households and businesses decide whether they prefe.

spending on consumption or prefer saving on short-
term market interest rates. A fall in this intereste

will cause a rise in current consumption expenditur
to the detriment of savings, reflecting a rise émand

for domestic goods and services. As a result, there
an increase in inflation, growth in GDP and
employment. Thexchange rate channé a channel
operating through capital flows that respond to a
change in the interest rate differential. The decin
market short-term interest rates in the domestic
economy leads to an immediate outflow of
speculation capital from a given economy abroad,
which directly affects the exchange rate (Mishkin,
2015). There is pressure to depreciate the currehcy
parallel fall in the domestic interest rate willusa an
increase in import prices. Thus, there is an irszaa
inflation in the domestic economy. Foreign goods ar
becoming more expensive. Businesses are changin
their preferences, increasing interest in domestic
goods, both domestically and foreign, which
ultimately increases GDP and employment growth.

forecast, which is ultimately pursued by the cdntra
bank policy. The key issue in inflation targetisgthe
central bank's ability to convince the public thay
will do everything to achieve this goal. But it rigt

just a central bank who is entitled to set an tidla

target. Depending on the position of the centralkba

in particular the so-called target independence, we

distinguish the three basic regimes of setting the
inflation target. Central banks with target
independence determine the inflation target
themselves, independently of other entities. On the
other hand, the central banks, which are not lggall
designated as independent, are the inflation targiet
outside the central bank, usually by the governroent
the Ministry of Finance. A certain unusual regiroe f
determining the inflation target is an agreementaon
inflation target between the government and the
central bank. After solving the question of whosset
the inflation target, there is a need to clarifynvhihe
inflation target can be quantified. In practicegtging

is most often the point value or the inflation band
When determining the inflation target by a point
value, a specific point needs to be specified as an
inflation target, and the central bank must strige
achieve that point. This option requires a verycstr
monetary policy, as the central bank must try to
remedy the slightest deflection of inflation, whiitsh

gvery difficult in practice. By contrast, thimflation

band provides the central bank with more flexibility
as the bank is not forced to respond by using naoyet
policy instruments if inflation is within the spéied
inflation band. This band should not be too broad,
which would jeopardize the credibility of the ceabtr
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bank, which, together with the independence and previous monetary policy defects. The factor of
transparency of the central bank, is an essential inflation expectations has thus become an important
condition for inflation targeting to be an effeetiv. part of central government monetary policy.
monetary policy regime (Daniels, 2012). Furthermore, thasset price channehaps the impact
The operation of the whole mechanism is based of interest rate changes on relative prices ofrion
on the confidence of economic operators in the assets and real estate. The rise in rates will lynost
effectiveness of monetary policy. If people do not bring down asset p_rices. It follows that the_nesteas
believe that the central bank is trying to reduce value of companies and households is lower.

inflation, there is a rise in prices and then wagess ~ Businesses are responding to a reduction in
of credibility may occur for various reasons, sash ~ consumption because they feel that their proviion
the political crisis, international financial tulbnce, ~ @ future economic shock has diminished. The
the commodity shock (Scheme 2 — the tumultuous importance of the role of the asset price chanasl h
156-year history of oil prices) in the oppositeedtion ~ deepened in the period of the monetary and financia

(1973 oil crisis; 2007-08 world food price crisis) crises in the early 1990s.

Scheme 2. The 156-year Timeline of Oil Prices in D8llars and Related Historical Events
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Source: Holodny, 2017.

The independence, credibility, transparency and benefits of inflation targeting that affect the Irea
accountability of the central bank cannot, howeler, inflation rate and the positive impact of market
associated only with the concept of the transmissio players due to the low expected low inflation, the
mechanism, as these are characteristics that have ajuestion arises recently whether there is no time t
significant impact on the performance and efficienc abandon inflation targeting and replace it withtheo
of monetary policy as a whole. Despite the unddaiab monetary policy regime.

28




SOCIALNO -EKONOMICKA REVUE [/ 01-2018

3.2 Independence of the Central Bank members of the central bank's decision-making
bodies, the length of their term of office, the
reappointment and the need to approve third-party
monetary policy decisions of the central bank.
Political independence would also have a strong
influence on the membership of government
representatives in the management of the centrdd, ba
which should be explicitly excluded for its
achievement. The threat of political independense a
represents the possibility of conflicts between the

The legal framework has a major impact on the
whole monetary policy process, by which it is
determined. The cardinal question is, in particulae
statutory regulation of the central bank's positibine
position of central banks in the last period (sitioe
1980s) has undergone significant developments. In
particular, a shift towards central bank indeperden

s evident. With the concept of central bank central bank and the government. Undergbenomic

independence, it is also necessary to link the eyatisc . .
of CBs' credibility, transparency and accountapilin independencewe understand the statutory authorl.ty
of a central bank to choose the monetary policy

general, central bank independence can be defisied a . . S
the ability of the central bank to implement mongta Instruments to _be used to a_chleve the set _objesctwe
policy independently of its own decision-making and_to exclusively determ_lne_ the condltlon_s for
processes, without the government, parliament or lending to banks. Economic independence is also

other political institutions having powers to irdhce c\;]hk;((ja fj(i)re?:(t)skf:r):g srﬁgﬂﬁjtléitlggn?; dS()a.\aeJeSI?rri]Ctjjleebt’ia.
central bank decisions (therefore is not subject to 9

. e . rules and boundaries are set indirectly. Anotheaar
external influences and political pressures in the y

performance of its functions) (Jones, 2013). Lilsmyi tshii;ﬁ:lsof gii[];;ogir;lga;n?ﬁaﬁgdfggee (')Sf szgllu?s
under the notion of independence, we mean the y 9 '

independence of the central bank from the economic independence, would fall within the
oveF;nment and  the overnment  executive exclusive competence of the central bank, including
Igndependence as such ca?n be broken down b'ythe decision on ways to influence the exchange rate
: o . 1 The last of these types of independenieancial
different criteria. A_ccordlng to the ability of the independenceis cha);gcterized b)F/) the method of
central bank to decide autonomously about the fise o compilation the central bank's budget and the aentr
instruments and the setting of monetary policy

checies, we. dsingush betueen. mstumertal 2K Tanagement s (npariclr, e rsr
(operational) and targeting independence. P

Instrumental independenceis the freedom of the the central panks management). _

central bank to select monetary policy instrumennis According to the above-mentioned types of
how to use them in order to achieve the specific independence, the different positions of the céntra
objectives set out in this case outside the cebtrak, ~ Pank can be conceived, but this should be avoiged b
as a rule, by the governmerfarget independence both extremes -absolute independencen the one
expresses the central bank's entitlement to set ahand, anaexcessivéindingswith the executive on the
specific monetary policy objective. It can be Other. A strong dependence on the political cyctyy m
determined exclusively by the central bank, in destabilize monetary policy, but the extreme
agreement with the government and the central bank, independence of the central bank in turn raisesishe

or completely outside the central bank. Instrumienta that the central bank behaves only in its own &ger
independence is the freedom of the central bank to @S it has no political responsibility. With the ioot of
select monetary policy instruments and how to use ¢entral  bank independence, the notion of
them in order to achieve the specific objectivésse ~ accountability, sometimes referred to as the fgjah

in this case outside the central bank, as a ryléh® accounts, is indisputably linked. Although thes® tw
government. Target independence expresses theconcepts are opposed to each other, they must be
central bank's entitlement to set a specific mageta Palancing for optimal construction of the legal
policy objective. It can be determined exclusively ~ framework. If this were not the case, the centeaiko
the central bank, in agreement with the government Would lose theoptimal position— balance between a

and the central bank, or completely outside theraen ~ high ~ degree of responsibility and absolute
bank. irresponsibility (Mishkin, 2014). However, finding

certain balanced combination of independence and
accountability is very difficult in practice. It igften
found as determining the central bank's respoiisibil

%o achieve the main monetary policy objective,
defined by a different entity than the central bhamk
some theories, one can find the theorem that the
central bank is fully responsible to the public.
However, this assertion cannot be accepted because

A further breakdown is offered in terms of areas
where central banks should have a high degree of
independence. In this sense, independence can b
divided into political, economic and financial. Rbe
purpose of assessingolitical independenceit is
particularly important to examine the manner of
appointment and the possibility of appealing to the
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the public has no real possibility of controllinget
policy of the central bank. In this sense, howetts,
overwhelming majority of authors construct the aoti
of central bank transparency (openness, accesgibili
and clarity of central bank policy). Transparensy i
generally implemented by disclosing detailed
information about monetary policy and monetary
policy decisions. The central bank policy is based
disclosure of the ultimate goal and the way it it
achieved. The central bank publicly explains inadet

the steps and the reasons which led to them.

Transparency is closely linked to the last
characteristic of the monetary policy framework
(credibility). In conclusion, we can say that thek|
between theransparencyand thecredibility of the
central bank is quite logical, because a credibley
cannot be imagined if it is not known and fully
understandable to the public. A central bank is
credible that the public believes it will do evénriyig
that has been proclaimed. The path to the creiibili
of the central bank is on a long track. Its achieset

is dependent on monetary policy in the longer term,
notably to achieve the objectives set and sufficien
transparency. The greatest contribution to the
credibility of the central bank lies in the posBipiof
attaining monetary policy objectives at the lowest
possible cost and in influencing real economic
processes by influencing the psychological aspefcts
the public.

Conclusion

As we can see, the concept of monetary policy
from the very beginning to the present has undergon

release; availability of external financing of bank
interventions through various non-standard measures
zero or almost zero interest rates or a seriouschref

the transmission mechanism to ensure financial or
macroeconomic stability). As we have closely
analyzed through our research, a standard praatice
monetary policy implementation represents the basis
which is predominantly founded on the regulation of
the short-term interest rate of the domestic cuyren
on the interbank market through open market
operations. The factual management of the shart-ter
interest rate allows the central bank to achiege it
primary objective, which is typically a stable mric
level expressed by a certain inflation rate. Théy wf
realizing monetary policy proved to be reliablehiut
terms of economic downturn, high unemployment and
low expected inflation rates, when stimulus was
needed, on the contrary, in case of too rapid eaoono
growth, i.e. overheating of the economy and thelnee
to curb inflationary pressures. At the same tinhe, t
stable functioning of the money market is also
ensured. Free market operations are not the only
conventional monetary policy instrument. From a
methodological point of view, we can divide these
tools according to several aspects, by default drey
divided into so-called direct (non-market) and radt
(market). Direct monetary policy instruments dihgct
affect banks' decision-making mechanisms and ogstri
their independence. These instruments include
liquidity rules, mandatory deposits, interest fatets,

or bank loans. Direct instruments, however, use the
central banks of developed countries only margynall
and more often by choosing indirect instruments,
which act on a massive scale for the banking sector
and markedly affect the conduct of banks. In

a number of changes. The central bank has almostconclusion, we see that a national bank is able to

every country in the world. The role of central
banking is generally perceived in individual
economies as irreplaceable, but the suitability or
necessity of setting up these institutions was ¢Ben

influence the basic economic indicators (inflatrate,
exchange rate, GDP in a short period), but its
possibilities are considerably limited due to tlimes
and degree of openness of an economy. Long-term

different states depending on many factors. The interest rates are influenced indirectly by thetan

origins of modern central banking date back to the
second half of the 19th century. Scales of celnak

bank by adjusting its short-term interest ratesictvh
are also influenced by other effects (expectations,

targets and their competencies changed in different uncertainty, supply and demand, etc.), reflectimgjrt

countries in response to, for example, changeken t
political system, international conflicts or ecoriom

level. On the other hand, there are a number of
external factors in an economy (world prices, inoes

fluctuations, etc. These competences were given by behavior, foreign demand, etc.), whose development

specific legislation of the state. However, debate

is difficult to predict. Keeping inflation in thearrow

responding to the abundant use of unconventional target band will therefore always be problematice T

monetary policy instruments after the onset of the
2009 global financial crisis has so far failed to

development of the course is left to the markethay
national bank, with sporadic attempts to influerice

generate a consensus on a commonly accepted(e.g. too strong a course, pushing exporters tmwar

definition of monetary policy based on these
instruments (i.e. balance sheet policy — expansion

change in the central bank's balance sheet stajctur
signaling future monetary policy; quantitative/loan

ones) is only successful with the help of all the
strength and goodwill of much stronger foreign
capital.
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