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Inflation Targeting 7 
Jodi Scarlata 

The inflation-targeting framework is an operational regime in­
tended to enhance the performance of monetary policy. Price stability 
is the primary goal of monetary policy, and the central bank has dis­
cretion for determining how monetary goals are attained and is ac­
countable for achieving those goals. The inflation-targeting framework 
was initially adopted to resolve conflicts among competing monetary 
policy objectives. Many countries adopted the framework to address 
problems experienced with previous monetary regimes, such as those 
that used exchange rate pegs or monetary aggregates as the interme­
diate target. In a few countries, inflation targeting was used where ear­
lier inflation-stabilization efforts consisting of heterodox programs1 
and crawling exchange rate bands had conflicted with efforts to main­
tain the official exchange rate regime and to control inflation. The 
inflation-targeting framework avoids these conflicts by serving as a 
clear statement that inflation fighting is the primary goal of monetary 
policy. The central bank is given the freedom to conduct monetary pol­
icy independently of the influence of political cycles, thus making it ac­
countable for its success in achieving monetary goals. 

This chapter begins with a general overview of issues associated 
with designing monetary policy rules. It then assesses the rationale for 
and the theory of inflation targeting, including some prerequisites for 
adopting an inflation-targeting framework and the operational steps 
involved in implementing inflation targeting. The chapter also exam­
ines how the accountability and transparency of the central bank are 
critical to successful inflation-targeting frameworks. It also considers 
how the framework, which has been applied largely by advanced 
economies, may be applied in developing economies, as well as how 
using inflation targeting in IMP programs would be meaningful for 
developing and transition economies. Finally, the chapter examines 
three countries-Israel, New Zealand, and the UnHed Kingdom-that 

'Inflation-stabilization programs that used an exchange rate anchor and fiscal consolidation 
concurrently with wage and price controls. 
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have recently and successfully adopted an inflation-targeting frame­
work to lower the rate of inflation. 

Monetary Policy Rules 

The discussion of monetary policy rules has often been characterized 
as a debate over "rules versus discretion." A rule represents the period­
by-period implementation of a preselected formula that is generally 
considered to reflect monetary conditions. In contrast, discretion con­
notes the period-by-period reoptimization of policy actions by the 
monetary authority. By this definition,2 inflation targeting is a rule: in 
each period, a formula is reevaluated and policy adjusted to achieve 
the targeted inflation rates. Although most monetary policy rules pm­
sue low inflation as their ultimate objective, an inflation-targeting 
framework is distinguished by the fact that the forecast of the future in­
flation rate is also the intermediate target. 

However, this characterization of inflation targeting as a monetary 
policy rule is not universally accepted. Some discussion in the litera­
ture holds to the view that a rule implies a fixed rate of money growth 
or a fixed exchange rate. Another view, held by Bemanke and Mishkin 
(1997), holds that classifying the inflation-targeting framework as a 
rule is incorrect when viewed in the context of how it is implemented 
by central banks. This view argues that inflation targeting should in­
stead be considered a policy of "constrained discretion." The first ar­
gument is a technical one, suggesting that inflation targeting is not a 
policy rule because it does not provide simple and mechanical opera­
tional instructions to the central bank. The inflation-targeting frame­
work entails using structural and judgmental modeling in conjunction 
with other relevant economic variables in formulating policy and does 
not represent a rigid rule. The second argument is that the inflation­
targeting framework contains a significant amount of policy discretion, 
particularly for dealing with economic developments in the short run. 
In this view, that the inflation-targeting framework both enhances com­
munication between policymakers and the public and introduces 
greater accountability for monetary policy further bolsters the advan­
tages of using the approach. 

In setting monetary policy, the monetary authority must establish a 
framework that defines the goals, targets, instruments, and macroeco­
nomic model of policy. The goals (or ultimate targets) are the para-

2The definitions are taken from McCallum (1997). 
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mount objectives of the monetary authority (and the government) 
and include such variables as high long-run per capita growth, a low 
unemployment rate, and price stability. Intermediate targets are 
operational variables through which the central bank aims to achieve 
these goals more precisely. The choice of the intermediate target is 
widely debated among economists, but potential variables include 
the exchange rate, a particular inflation rate, the rate of growth in 
money or credit, and nominal income. Instruments of monetary 
control are variables that the central bank actually regulates in order 
to reach the targets: for example, open market operations, the dis­
count rate, and reserve requirements. The operating target on which 
the instrument acts is usually either a monetary base-type or short­
term instrument. Central banks have almost unanimously opted 
for some type of short-term interest rate in the inflation-targeting 
framework.3 

The decision to announce a monetary target or an inflation target in 
the context of policy rules implies a choice by policymakers in the 
form of a trade-off between controllability and visibility. Cukierman 
(1995) notes that the primary advantage of a central bank policy to an­
nounce a monetary target is that the rate of growth in the monetary 
base is "fully controllable" by the central bank. Unfortunately, move­
ments in the monetary base affect the inflation rate with long and un­
certain lags. Furthermore, although some economic agents may 
monitor movements in the base and are aware of its influence on 
prices, most pay little attention to announcements about the monetary 
base, and thus it has little impact on their inflationary expectations. 
The motive for making a policy target announcement is distinctly to 
influence inflationary expectations, yet the segment of the population 
affected by such an announcement may be rather small. Thus the im­
pact of an announcement of a monetary target on inflationary expec­
tations may be slight. Conversely, an inflation target is more visible to 
the general public, since most people easily recognize the significance 
of the inflation rate. The disadvantage is that the inflation rate is not 
completely controllable by the central bank In addition, the cenh·al 
bank may miss the inflation target, not through some fault of its own 

3freedman (1994) discusses the Bank of Canada's move from a short-term interest rate as the 
operational target of monetary policy to a monetary conditions index {MCI). The MCl, a com­
bination of the short-term interest rate and the exchange rate, measures the extent to which 
monetary conditions have been loosened or tightened from some given date. The MCI was de­
veloped to incorporate the influence of both variables in the transmission mechanism of mon­
etary policy. 
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but because of some exogenous factor beyond its control. As a result, 
the public may discount the significance of an inflation target more 
readily. 

Thus the question is, Which nominal variable should be targeted to 
obtain the maximum impact on inflationary expectations? Cukierman 
found that the relative benefit of a base target increases with its visibil­
ity to the public.4 However, the advantage of an inflation target in­
creases under several scenarios: (1) when the reputation of the central 
bank is credible; (2) when policy has greater control over the inflation 
rate; and (3) when inflation is high, the reputation of the central bank 
and its ability to control inflation are weak, and the gains from surprise 
inflation are great. In the last case, a base target is likely to be less visi­
ble during periods of high inflation, which favors adopting an inflation 
target. Another situa tion favoring the use of inflation targeting is when 
money demand is unstable, and hence difficult to estimate-this has 
been a major reason why many central banks have moved to an 
inflation-targeting framework. Similarly, the adoption of exchange rate 
targets was useful at the outset of many inflation stabilization pro­
grams, but the targets were often abandoned because of the central 
banks' desire for greater autonomy over monetary policy, as well as 
problems stemming from speculative attacks on the currency. In any 
event, experience has shown that when the central bank educates the 
public about the link between money and inflation, monetary policy 
has a greater impact on inflationary expectations. 

Conceptual Issues Underlying Inflation Targeting 

The inflation-targeting framework is premised on the view that the 
primary goal of monetary policy should be to achieve a low and 
stable inflation rate. This view yields the framework's two basic char­
acteristics: an explicit quantitative target for inflation, and the absence 
of an explicit intermediate target for monetary policy. The argument 
w1derlying an inflation-targeting policy is based on the following 
propositions: 

• that an increase in the money supply is neutral with regard to out­
put and employment in the medium and the long run and has per­
manent effects only on the price level; 

• that money is not neutral in the short run but has a significant 
transitory impact on real variables; 

4Cukierman {1995) provides more technical discussion of these results. 
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• that inflation is costly in terms of both resource allocation 
and long-run growth (this proposition stems from the view that 
the most appropriate monetary policy for ensuring the over­
all economic health and growth of the economy is one that pro­
vides a stable, low-inflation environment; an inflation-targeting 
framework can help to stabilize output because, given the 
Phillips curve, output variations result in inflation variations­
thus, controlling the latter necessitates preventing the former); 
and 

• that the ability of the central bank to control inflation on a period­
by-period basis is frustrated by the uncertain impact of monetary 
policy and the delay with which monetary policy influences 
inflation. 

Some proponents have argued that the inflationary bias of a discre­
tionary monetary policy regime also justifies using an inflation target. 
That is, the (often politically motivated) temptation to exploit mone­
tary policy for short-run employment gains usually results in a higher­
than-optimal rate of inflation. According to Fischer (1994), two primary 
explanations for an inflationary bias endure under close scrutiny. The 
first, and more obvious, is seigniorage revenue. One can take this a step 
further and expand the inflation tax component of seigniorage to in­
clude the government's proceeds from nonindexation of tax brackets 
and from the devaluation of nominal government debt (under condi­
tions of unanticipated inflation). Then the inflation tax provides an 
even stronger argument for the presence of an inflationary bias. The 
second explanation is dynamic inconsistency, defined as the inconsis­
tency between optimal policies that the authorities would announce if 
they enjoyed public credibility, and policies that the authorities would 
carry out once the public had acted on those expectations (Fischer, 
1994, p. 287). 

An example of dynamic inconsistency would be the following: Sup­
pose the government announces a policy to fight inflation. If the pri­
vate sector reacts by incorporating a lower expected rate of inflation 
into its wage and price contracts, the government will be tempted to in­
crease output by inducing a surprise bout of inflation. An inflation-tar­
geting framework avoids this discretionary bias by clearly establishing 
that inflation is the primary objective of monetary policy and by pro­
viding prespecified and forward-looking guidelines from which to 
make preemptive corrections to changes in inflationary conditions. 
Similarly, one of the arguments for an independent central bank is to 
remove the ability to impose an inflation tax from the powers of the fis-
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cal authorities. TI1us, under all of these circumstances, an inflation­
targeting framework may be the best way to achieve and maintain a 
low rate of inflation. 

Most countries that adopt inflation targeting have had a poor record 
of controlling inflation. Canada and New Zealand, for example, expe­
rienced relatively high inflation before they targeted inflation. Coun­
tries with poor track records often adopt inflation targets to enhance 
the credibility of monetary policy and to help establish an inflation­
fighting track record by increasing the accountability of the central 
bank for achieving its targets. Another motivation for adopting infla­
tion targeting stems from problems with money demand. For example, 
the changing characteristics of the financial system in the United King­
dom created instability in the demand for money, complicating deci­
sions about which money supply gwwth rate should be targeted. In 
contrast, counb·ies that have been viewed as credible inflation fighters, 
such as Germany, Japan, and the United States, have maintained rela­
tively low levels of inflation over long periods without resorting to an 
explicit inflation-targeting framework. 

Consequently, inflation targets serve several roles. First, they give 
the market an anchor or coordinating device to formulate inflationary 
expectations in setting wages and prices. Second, they serve as a trans­
parent guide to the operational conduct of monetary policy. (Because 
inflation is the main objective of monetary policy, the public can re­
spond to changes in macroeconomic variables with the foreknowledge 
that changes in other variables will be of secondary priority.) Third, 
they provide a measure against which the central bank can be held 
accountable. 

Requirements for Implementing Inflation Targeting 

From an analysis of advanced ec0110mies that have implemented in­
flation targets, Masson, Savastano, and Sharma (1997) have identified 
two conditions crucial to the inflation-targeting framework. First, a 
central bank should be able to conduct monetary policy with a fair de­
gree of independence. Independence in achieving policy goals allows 
central banks to formulate monetary policy separately from other fi­
nancial policies. In this ,·ein, significant symptoms of fiscal dominance 
should not prevail-that is, fiscal requirements should not seriously 
constrain the conduct of domestic monetary policy. This element is em­
cia!, because fiscal dominance can inhibit the effectiveness of monetary 
policv in attilining an intlation target if ffi()J1etarv policv becomes sub-
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ordinated to the need to monetize the deficit. In general terms, low fis­
cal dominance implies that: 

• direct borrowing by the public sector from the central bank will be 
low or nonexistent; 

• the country will have a broad revenue base; 
• the government will not depend systematically on revenue from 

seigniorage; 
• domestic markets will be deep enough to absorb placements of 

public debt; and 
• the accumulation of public debt will not lead to explosive or un-

pleasant dynamics (Sargent and Wallace, 1985). 
Second, the authorities should be committed to targeting the inflation 
rate to the exclusion of other variables such as wages and the nominal 
exchange rate. Sem.ifixed exd1ange rate regimes such as crawling pegs 
or target zones can coexist with an inflation target so long as there is a 
clear understanding that the inflation target takes precedence in case of 
conflict. 

If these two conditions are satisfied, an inflation-targeting regime 
can be implemented-if, in addition to using an explicit quantitative 
target and ensuring that the inflation target is the overriding objective 
of monetary policy, a country has both a methodology for constructing 
inflation forecasts that captures a variety of variables and indicators for 
future inflation, and a forward-looking operating approach by which 
policy instruments are set according to an evaluation of inflationary 
pressures and in which the inflation forecasts are the main intermedi­
ate target. These requirements presume not only that the central bank 
has the technical capacity to model inflation forecasts, but also that it 
has insight into the relationships between macroeconomic variables 
and the time frame within which monetary policy stimuli influence 
inflation. 

Operational Steps in the Inflation-Targeting Framework 

Implementing an inflation-targeting framework consists of three 
steps. First, the central bank forecasts the future path of inflation. Sec­
ond, it compares the forecast with the targeted inflation rate. Third, it 
calculates the difference between these two rates to determine how the 
monetary policy instrument should be adjusted. As noted by Masson, 
Savastano, and Sharma (1997), it is the specification of policy instru­
ments based on a systematic evaluation of forecast inflation, rather 
than on past or current inflation, that distinguishes the inflation-
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targeting framework. This aspect of inflation targeting deals with one 
of the basic problems of monetary policy: the imperfect control that 
central banks have over the current rate of inflation. Thus the measure 
of the expected rate of inflation j periods into the future, conditional on 
information available at time t, 11tf+i' constitutes tlze main intennedinte 
target of monetary policy under inflation targeting. 

Operationally, the authorities will try to maintain the difference be­
tween expected inflation and targeted inflation-that is, between 1rtf+; 
and n7+1�within a set target band. An example of a simple schematic 
feedback (or, more exactly, feed-forward) ruleS is 

!:.it = y(,rtf+; - n7+1), 

where it represents the policy instrument used by the central bank, and 
the information set underlying the estimation of future inflation in­
cludes not only structural variables but also discretionary variables, 
such as market surveys of inflationary expectations and the judgment 
of central bank staff. 

Note that, in this representation, the sign of y will depend on which 
instrument is chosen: if i1 is a price-related variable, such as the repur­
chase rate, then y > 0; if i1 is a monetary aggregate, then y < 0. If at any 
point the discrepancy between 17tf+; and rt7+; is zero or negative, the au­
thorities will have a signal that the inflation target is attainable under 
the prevailing path and that a policy change is unnecessary. Con­
versely, if the difference is a positive number, and thus expected infla­
tion exceeds the target, the discrepancy indicates that the inflation tar­
get is not likely to be achieved in the next period. Consequently, under 
ordinary circumstances, the central bank will adjust the policy stance 
and change the policy instrument until it eliminates the discrepancy 
between the updated inflation forecast and the inflation target. 

Nevertheless, this simple adjustment mechanism comes with a 
caveat: some countries seriously heed the lower limit of the band and 
do not want to reduce inflation too rapidly. For example in 1991, the 
German Bundesbank faced rising inflation, but instead of sharply 
tightening monetary policy, it reduced inflation gradually (Fischer, 
1994). Similarly, the Bank of Canada has stated explicitly that if infla­
tion moves away from its target (for example, in response to a shock), 
it will seek to return inflation to the center of the band over a six- to 
eight-quarter horizon (Freedman, 1996). Discussions in the literature 
have recognized the issues pertaining to the speed of disinflation and 

SHaJdane (1996) provides this representation and terminology. 
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its consequences for short-run output. In particular, agents' flawed ex­
pectations about inflation adjustment are considered a key reason for 
making disinflation costly. In this case, reducing the output costs of dis­
inflation implies targeting a reasonable inflation rate so that agents are 
able to adjust their expectations accordingly. Conversely, if the path of 
disinflation is too moderate, the central bank may be perceived as 
"soft," and its inflation policy will be less credible, and disinflation 
more costly. Thus, the central bank must weigh its alternatives in de­
termining the speed of adjustment toward the inflation target. 

Main Issues in Inflation Targeting 

Interaction Between the Inflation Target 
and Other Policy Goals 

Because the primary objective of monetary policy under inflation 
targeting is to achieve the desired inflation rate, other goals are pur­
sued insofar as they fit within the framework of the inflation target.6 
For example, a fixed exchange rate regime is not consistent with an in­
flation target, because changes in the money supply to support a fixed 
exchange rate may adversely influence the path of inflation. Con­
versely, low and stable rates of inflation should largely enhance finan­
cial sector stability. Similarly, it has been argued that achieving full em­
ployment may best be supported with a monetary policy that achieves 
a low-inflation environment. Given the long-run benefits of full em­
ployment, the cost may be a short-run trade-off between price and out­
put stability, as discussed earlier. For example, an adverse supply 
shock would require that monetary policy be tightened so that the in­
flation target can be maintained, at the cost of a further reduction in 
output. Consequently, inflation-targeting frameworks sometimes spec­
ify caveats for accommodating certain types of shocks, such as changes 
in indirect taxes, the terms of trade, or price shocks stemming from nat­
ural disasters. 

It should also be recognized that fiscal and monetary policies often 
conflict. A large public debt stock foments the expectation of future in­
flation, thus making it more difficult to control current inflation. Simi­
larly, when the government's fiscal policy involves a large tax cut, the 
central bank may find it necessary to maintain a tight monetary policy 
for a longer period of time than it would in the absence of such a cut. 

6This section draws on Debelle (1997). 
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The process of assigning the target-the target level, the policies and 
methods for attaining the target, and so forth-is often related to the 
degree of central bank independence. Debelle and Fischer (1994) have 
argued that the trade-off should be between goal dependence for the cen­
tral bank (the inflation goal is assigned by the government or by char­
ter) and instrument independence (the central bank is free to conduct 
monetary policy as it wishes in pursuing the inflation goal). The argu­
ment in favor of central bank independence is supported by Fischer 
(1994) on the basis of evidence from a sample of industrial countries 
that a significant negative relationship exists between the rate of infla­
tion and the degree of central bank independence? He then extends 
this analysis, showing that the two variables most closely related to in­
flation performance are, first, the existence of a statutory requirement 
that the monetary authority pursue monetary stability (goal depen­
dence), and second, and more significant, the central bank's ability to 
use its instruments unchecked (instrument independence), as repre­
sented by measures of the monetary authority's right not to finance the 
deficit and to determine the discount rate. 

Nevertheless, government intervention in setting the target is nec­
essary because it strengthens the government's commitment to a low­
inflation environment. Without the endorsement of the government, 
unilateral announcement of an inflation target by the central bank 
may lack credibility and reduce the effectiveness of the strategy. In 
practice, however, the division of responsibilities between the mone­
tary authority and the government has generally differed across coun­
tries (Table 7.1). 

Defining the Inflation Target 

The time horizon for the inflation-targeting framework often de­
pends on the country's inflation rate at the outset of the program. In 
practice, where the initial inflation rate has differed from the desired 
rate, the implementation period has traditionally taken about two 
years. However, if the inflation rate is already low, the target has been 
adopted immediately and for an indefinite period. In addition, the 
level of the target, which reflects the authorities' concept of price sta-

1'fhe measure of central bank independence is based on an index of different legal provi­
sions, which include the process for appointments, the relationship with the government, the 
constitution, monetary financing of the budget deficit, and monetary instruments. 
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bility, must be determined. Although a zero rate of inflation would 
seem to be the definition of true price stability, inflation rate targets in 
practice have usua!Jy centered around 2 percent annually. A zero infla­
tion target has been avoided for several reasons. First, measurement 
rigidities (changes in the definition of the consumption bundle, quality 
biases, and so forU1) are associated with calculating the price index. 
Second, because of downward rigidity in prices and wages, a small 
positive rate of inflation allows for some room in relative price adjust­
ments. Third, since nominal rates are batmded from below by zero, an 
inflation rate of zero would mean that the central bank is no longer able 
to drive real interest rates into the negative range, which may be nec­
essary to move the economy out of a recession. Fourth, choosing a tar­
get in the range of 2 to 3 percent avoids the costly recessionary effects 
generated by a further reduction in inflation to zero. 

Choosing the Price Index 

In practice, the price index used in inflation targeting has usually 
been the consumer price index (CPI) rather than U1e GDP deflator. In 
general, the CPl is the index most familiar to the public; however, while 
the public is familiar with the "headline," or published CPI, the infla­
tion target in the program usually focuses on tl1e underlying (or core) 
rate of inflation. Core inflation reflects the basic change in the overall 
price level, abstracting from unusual, one-time increases precipitated by 
such events as increases in administered prices or discrete devaluations 
of the currency. For example, core inflation excludes the first-round im­
pact of certain shocks (which are accommodated by monetary policy) 
but does not exclude the second round of effects that are channeled to 
prices and wages (Debelle, 1997). Within the inflation-targeting frame­
work, the prinlary difference between fue headline CPI and the core in­
flation rate is that the latter excludes the impact of mortgage payments. 
Consequently, the central bank's efforts to tighten monetary policy and 
increase interest rates in an effort to achieve the inflation target will not 
be channeled to the core inflation rate furough higher mortgage lending 
rates. Additional components omitted from fue headline CPI are certain 
supply shocks and changes in indirect taxes. 

Choosing the Width of the Target Band 

Cow1tries adopting inflation targeting have opted for either a range 
(or band) for the inflation target (as in Canada, New Zealand, Sweden, 
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and the United Kingdom), a point target for the inflation rate (as in 
Australia and Finland), or a ceiling for inflation (as in Spain). 

Bands are chosen for various reasons: the need to maintain some 
flexibility in responding to shocks, imperfect ability to control the 
money supply, differing views about the feasible level of variation in 
inflation; and the strength with which the authorities want their com­
mitment to reducing inflation to be viewed by the public. With respect 
to the public's perception, two types of bands can be considered. First, 
a tight or "hard-edged" band can be adopted, which places emphasis 
on the short-run accountability of the central bank in achieving the in­
flation target but at the risk of occasionally violating the band. Second, 
a wide or "soft-edged" band can be adopted, giving the central bank 
greater short-run flexibility (and thus accountability) in a medium­
term outlook, but at the risk of being interpreted as soft on inflation. 
Thus, when credibility is a desired goal of the central bank, the public 
may interpret a tight band as a stronger commitment to reducing 
inflation. 

Accountability 

A central bank should be held accountable in two respects: it should 
be accountable for achieving the inflation target, and it should be ac­
countable for its policies and actions. Although an inflation target for 
achieving the first measure of accountability defines a clear and easily 
identifiable benchmark against which to measure the performance of 
the central bank, it may be difficult to determine whether any deviation 
from the target was due to policymakers' error or to exogenous shocks 
outside the control of the central bank. Consequently, if the goal is to 
increase the effectiveness of the inflation program, the central bank 
should stress the transparency of its actions. This, in turn, leads to the 
second concept of accountability. 

Policy changes and the reasons for these changes should be an­
nounced to the public. The more informed the public, the more readily 
it can adapt its inflationary expectations to changes in the economic en­
vironment, and so assist in shortening the lag with which monetary 
policy takes effect. Measures to increase accountability and trans­
parency have taken a variety of forms, including regular testimony by 
central bank officials before parliament on achieving the monetary pol­
icy goals, and the publication of annual and quarterly reports explain­
ing the methodologies, assumptions, and guidelines for the central 
bank's inflation-targeting framework New Zealand laid the ground-
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work for many of the basic standards, including accountability re­
quirements, that other countries have since used to design their 
inflation-targeting frameworks (see Table 7.1). 

Applicability of Inflation Targeting 
to Developing Economies 

The countries that have adopted an inflation-targeting framework 
have largely been advanced economies. The question therefore arises 
about aspects of the inflation-targeting framework that are consistent 
with its use by developing economies. As noted earlier, an independent 
monetary policy has two primary requirements: a low degree of fiscal 
dominance (and, closely related, a high degree of central bank inde­
pendence), and a commitment to the inflation rate as the primary ob­
jective of monetary policy. Masson, Savastano, and Sharma (1997) 
found two exh·eme cases in which an inflation-targeting framework 
can be easily ruled out as an option. One consists of countries that dis­
play high and chronic inflation, and that consequently often display ac­
commodative monetary policy. The other consists of economies that 
peg the nominal exchange rate to a major trading partner or are mem­
bers of a currency union. However, the majority of developing 
economies are more difficult to evaluate. 

In general, Masson, Savastano, and Sharma found that developing 
economies tend to experience three problems in adopting inflation tar­
geting. The first is fiscal dominance, as reflected in a reliance on 
seigniorage. A variety of factors precipitate recourse to seigniorage for 
revenue, including poor tax collection and administration, concen­
trated and variable revenue sources, and an uneven income distribu­
tion. More important, such economies often resort to seigniorage dur­
ing fiscal crises, rather than issuing debt or reducing expenditure. 
Research has shown an inverse relationship between the degree of 
central bank independence and reliance on seigniorage (Cukierman, 
1992). The second problem is shallow capital markets, often stemming 
from a country's inability to access international capital markets or 
from small domestic financial markets, both of which constrain the 
government's ability to issue debt to finance budgetary needs. The 
third is a fragile banking system, often because of a history of finan­
cial repression. 

Developing economies may also suffer from more technical prob­
lems that make it difficult to implement an inflation target. One is the 
absence of a robust analytical framework for forecasting inflation and 



©International Monetary Fund. Not for Redistribution

1 82 Jodi Scarlata 

analyzing the impact of monetary policy. The difficulty of obtaining ac­
curate inflation forecasts is exacerbated by the lack of stable macroeco­
nomic relationships and insufficient knowledge of the links between 
the instruments available to the central bank and the targets of mone­
tary policy. ln addition, the inflation target to be chosen and the speed 
with which it should be achieved are controversial issues in many de­
veloping countries. Even choosing the price index to be used is com­
plicated by the fact that supply shocks are often a significant factor in 
influencing inflation, and by the fact that administered prices comprise 
a significant portion of price indices. 

Using Inflation Targeting in IMF Programs 

ln general, the idea of using inflation targeting in IMF programs 
would be meaningful for developing and h·ansition econornies.s Con­
sequently, the criteria given above for assessing whether inflation tar­
geting is applicable to developing economies would apply here. It is 
also assumed that the country applying for IMF resources is capable of 
instituting an inflation-targeting framework. Furthermore, it is under­
stood that this framework will be in line with the IMF's policy of min­
imal interference in a country's preferences and, assuming that balance 
of payments need is still the criterion for use of IMF resources, that the 
country has an actual or potential balance of payments need. 

With these points in mind, Savastano (1997) suggests that four issues 
be considered when incorporating an inflation-targeting framework 
into an IMF program. First, the IMP's approach to monetary policy, 
based on the monetary approach to the balance of payments, would 
have to be revised. As Savastano notes, the approach to monetary pol­
icy in a typical IMF financial arrangements resembles a monetary 
regime based on relatively simple rules, with no systematic feedback 
from other variables and allowing a considerable degree of discretion. 
Thus, it differs markedly from inflation targeting, with its ultimate 
targeting, continuous feedback to instruments, and policy mode of 
"constrained discretion" (Savastano, 1997, page 4). Consequently, in­
troducing inflation targeting into a financial program would require 
abandoning the assumption of stability of money demand and the use 

8The choice of using inflation targets versus traditional IMF practices might depend on the 
economic situation of the country. For example, a country with high inflation and other signif­
icant macroeconomic problems should follow the current IMF approach, since forecasting in­
flation during stabilization may be quite difficult. However, after stabilization is achieved, 
adopting inflation targets should be recommended. 



©International Monetary Fund. Not for Redistribution

7 • Inflation Targeting 1 83 

of net domestic assets as the primary intermediate target for monetary 
policy. Rather, an estimate of the inflation-determination process for 
that country would be used to introduce a forward-looking procedure 
that would rely on a broader array of variables. 

Second, choosing performance criteria is complicated by the diffi­
culty of finding variables that are both controlled by the authorities 
and linked explicitly to the inflation target. Using the actual rate of in­
flation can be ruled out, since it is not controJ!able. The principle of con­
trollability has been at the heart of the IMF's choice of performance cri­
teria and explains why measures of domestic credit are used rather 
than broader monetary aggregates or the rate of inflation. In an 
inflation-targeting framework, the monetary performance criteria 
would be linked to the program's inflation target. Thus, the IMP's cur­
rent financial programs might differ from a financial program em­
bodying inflation targeting. 

For example, in a traditional monetary program with little feedback 
from other variables, a performance criterion applied to net domestic 
assets would be set consistent with the inflation rate assumed for the 
program period, as well as with decisions about velocity, reserve tar­
gets, and other goals within the program-all of which are usually set 
for a one-year period. Under an inflation-targeting framework, the ex­
pected inflation rate and its relation to the original target would have 
to be reassessed periodically, thus requiting continuous revision of the 
feedback rule. Consequently, because performance criteria must be in­
tegrated explicitly with the inflation target, the time path for net do­
mestic assets would have to be adjusted several times during the 
course of the program. That is, the ability to monitor performance 
criteria-in Hus case, net domestic assets-would now have to be con­
tingent on a periodic reevaluation of the difference between inflation 
forecasts and the inflation target of the program. 

Third, the manner in which programs are formulated must be mod­
ified. IMF staff and the national authorities must agree not only on the 
inflation target, but also on the model and other information variables 
used to produce inflation forecasts. In addition, they must ensure that 
the inflation target and estimates of relevant baseline variables are 
compatible with the other program goals. 

Fourth, the IMF would also need to adopt new procedures for mon­
itoring IMF arrangements. First, since performance criteria would 
now have to be linked to the inflation target, they could potentially in­
clude the staff's forecast of the inflation rate, the difference between 
the forecasts and the inflation target, or the path of some information 



©International Monetary Fund. Not for Redistribution

184 Jodi Scarlata 

variable, which is updated in line with the inflation forecast. Second, 
the practice of setting prespecified test dates would no longer be 
applicable, because the policy instruments would have to be changed 
frequently and at uncertain times so that the inflation forecasts could 
be kept in line with the target. Third, it would similarly be difficult 
to link the test dates-and thus the phasing of disbursements-with 
the periodic updates of the inflation forecasts. Synchronizing the test 
dates of the program with the revisions of the inflation forecast 
would require greater flexibility in the timing of the test dates and 
would likely increase their number. Fourth, the direction of program 
reviews would have to change from an evaluation of past perfor­
mance, which has been the traditional approach, to a more forward­
looking assessment of whether the monetary policy stance is consis­
tent with the inflation target. Fifth, so long as measures have been 
adopted to update the current monetary policy stance to conform with 
expected inflation, and flexibility has been built into the timing of dis­
bursements, interruptions in a country's access to IMP resources 
would be less likely. 

Case Studies 

New Zealand, 1989 

New Zealand introduced inflation targeting to support its disinfla­
tionary process, which, given the country's poor record of fighting in­
flation in the previous 30 years, had little credibility. Because the over­
riding objective of monetary policy under an inflation target is to 
reduce inflation, New Zealand adopted this approach to improve the 
credibility of the central bank's monetary policy. 

In New Zealand, the inflation target is assigned under a joint agree­
ment between the minister of finance and the governor of the Reserve 
Bank of New Zealand (RBNZ). The RBNZ Act requires that the minis­
ter and the governor sign a Policy Target Agreement (PTA) that defines 
the framework for attaining price stability. The agreement lasts for the 
term of the governor; the principal performance criterion of the gover­
nor's employment contract is achieving the target. 

The inflation-targeting framework defined by New Zealand set the 
foundation for inflation programs adopted later by other countries. 
Starting from an annual rate of inflation of around 7 percent in 1989, 
the initial PTA announcement in early 1990 specified an inflation rate 
of 0 to 2 percent by 1992. The disinflationary path in New Zealand was 



©International Monetary Fund. Not for Redistribution

7 • Inflation Targeting 185 

thus relatively gradual: it allowed about 18 months for achieving the 
initial target and called for step reductions in inflation at 12-month in­
tervals thereafter. By 1992 the inflation rate had dropped within the 
targeted range. After inflation reached the desired level, inJlation tar­
gets were set for five-year periods (corresponding to the length of the 
governor's employment contract), and inflation was to remain within 
the band during the period. The inflation rate initially chosen was 
based on the CPI, measured in terms of the underlying, or core, rate of 
inflation. This core rate excluded specific supply shocks: changes in 
mortgage interest rates, price changes caused by natural disasters, 
changes in indirect taxes and other government-set prices, and the 
first-round impact of major changes in import and export prices. 
However, the RBNZ has since adjusted the inflation rate it targets, fo­
cusing on a broader definition of the price index that more accurately 
captures core inflation. The new price index is calculated by excluding 
only credit services from the headline index. The width of the band 
started at 2 percentage points (and was later widened to 3), with em­
phasis on targeting the center of the band. 

Several mechanisms helped ensure strict accotmtability: regular tes­
timony before parliament; six-month reports that discussed perfor­
mance in the previous six months and the strategy for the next six 
months; quarterly reports on inflation progress; and, most important 
(and unlike the practice of many other countries), publication of the 
central bartks' inflation forecasting and monetary framework in semi­
armual monetary policy statements and economic forecasts. These fore­
casts specify the possible risks foreseen by the RBNZ and its expected 
response. 

New Zealand provides perhaps one of the best examples of trans­
parency in the extreme. Because both the methodology and pro­
jections for inflation and other macroeconomic variables are 
published, most remedial adjustments are enacted not by the central 
bartk but by the markets. Market forces are critical to inducing ex­
change rates and interest rates (both forward-looking) to adjust 
upon release of the RBNZ's inflation forecast, so that monetary condi­
tions move to the level necessary to meet inflation objectives. Conse­
quently, until March 1995 the RBNZ had to effect only two explicit 
monetary policy adjustments in the five years that infJation targeting 
had been in place. Financial markets made the remaining interest rate 
adjustments. 

In conjunction with a policy of fiscal restraint, annual inflation fell 
from 7 percent to less than 2 percent and remained within the band 
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Figure 7.1. New Zealand: Inflation Targets and Actual Inflation 
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from 1992 to 1995 (Figure 7.1). Despite breaches of the band in June 
1995 and March 1996, the response of the financial markets to these vi­
olations was minimal. The markets also had little reaction to the 
RBNZ's widening of the band in late 1996, when it raised the ceiling to 
3 percent. This indicated that the credibility of the RBNZ had improved 
considerably over the past, when inflationary expectations had been 
generally above the upper edge of the target bands and had lagged 
behind the decline in actual inflation. This slow improvement could 
have been due, in part, to the large public debt position, which made 
long-term sustainability questionable despite the concurrent fiscal 
consolidation. 

Israel, 1991 
Compared with other countries that have adopted inflation target­

ing, Israel was atypical in two respects: it was the only country in 
which triple-digit inflation was a recent memory (the mid-1980s), 
and considerable uncertainty surrounded the exact character of the 
inflation target. In December 1991, the Israeli authorities decided to 
switch from the nominal anchor of a fixed exchange rate regime to a 
crawling exchange rate band. In the new regime the rate of crawl was 
set equal to the difference between the authorities' inflation target and 
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a forecast of the average inflation rate of Israel's primary trading 
par ners. It was in this manner that the idea of an "inflation target" 
was first introduced-not as an inflation target in its own right, but 
as a determinant of the upward slope of the band. The roles of the 
central bank and the treasury in ensuring the success of the target 
were not clearly announced; consequently, the extent to which the au­
thorities were committed to the inflation target was not clearly under­
stood. Furthermore, it was never clear whether the inflation target was 
a policy target that would be pursued actively by the authorities, or 
what the priority of the inflation target was in relation to other policy 
objectives. Only over time did the inflation target take precedence 
over the exchange rate target. In fact, it was not until 1995 that the in­
flation target received a semicommitment by the government, when 
(in conjunction wilh the central bank) it "took note" of the inflation 
target range of 8 to 11 percent (Bufman, Leiderman, and Sokoler, 
1995). 

Following an annual inflation rate of about 19 percent in 1991, the in­
flation target announced for 1992 was 14 to 15 percent, slightly below 
the inflation rate prevailing during the late 1980s. The inflation target 
in Israel is announced one year at a time, in the fall of the preceding 
year, leaving only a 16-month window to attain the target. Conse­
quently, the long lags with which monetary policy takes effect imply 
that interest rates may have to change considerably so that the target 
can be met if confronted with small changes in the expected inflation 
rate. Unlike many other inflation-targeting countries, Israel chose the 
actual CPI, rather than underlying or core inflation, as the target rate. 
One reason was that approximately 40 percent of the CPI consisted of 
a group of items whose prices fluctuate considerably. Although such 
items are often excluded from the CPI when core inflation is deter­
mined, omitting these prices would have damaged the credibility of 
the target. Similarly, administered prices, which are also frequently ex­
cluded from the CPI, embrace a significant portion of goods in the CPI, 
and their exemption was thus unrealistic. Finally, indexation conven­
tions and CPI-indexed contracts are widespread in Israel, including fi­
nancial assets and wage contracts, and this argued against using the 
core inflation rate as the target. 

The methodology used in Israel to forecast inflation also differs in 
several ways from that used in other countries. Although the Bank of 
Israel employs an annual model to forecast mediun1-terrn inflation, the 
model depends heavily on the implied inflationary expectations that 
stem from the difference in yields of 12-month indexed and nonin-
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Figure 7.2. Israel: Inflation Expectations Before and After 
December 1991 Announcements 
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dexed bonds.9 Furthermore, unlike the forward-looking models of 
many other cow1tries, regression analysis has shown that approxi­
mately 60 percent of the Bank of Israel's expectations measure is based 
on past rather than future inflation (IMF, 1998). In practice, however, the 
weight given to historical inflation tends to be even higher, because in­
flation in the past year also enters as a separate variable that is used as 
an indicator of the current inflation situation. Consequently, rather than 
adjusting instruments in anticipation of future changes in inflation, pol­
icy has tended to accommodate the preceding changes in inflation. 

Bufman, Leiderman, and Sokoler (1995) also examined the credibil­
ity of the inflation target by using market-based inflation expectations 
derived from the difference in the yields of indexed and noni.ndexed 
bonds. One month prior to the 1991 annoW1cement of the target, infla­
tionary expectations were about 14 percent for a 3-month horizon and 
about 19 percent for 6 to 12 months (Figure 7.2). However, approxi­
mately one month after the annoW1cement, inflationary expectations 

96asing monetary policy on market-based inflationary expectations has received consider­
able criticism, because the difference between indexed versus nonindexed bonds must be a 
function of the market's expected changes in monetary policy, especially since the private sec­
tor knows that the central bank uses this information. Thus, the stance of monetary policy con­
tains a circularity that does not target the market's inflation expectations but is instead affected 
by the market's perceived changes in monetary policy. 
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Figure 7.3. Israel: Inflation Expectations Before and After 
July 1993 Announcements 

(Percent a year) 
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had fallen to about 12 percent for a 3-month horizon and to 13 to 14 
percent for 6 to 12 months into the future. When the market's infla­
tionary expectations dropped below the target in 1992, the implication 
was that the central bank had achieved a considerable degree of credi­
bility. However, by mid-1993, the setting of an inflation target of 8 per­
cent for 1994 revealed a loss of credibility. Figure 7.3 indicates that one 
month after the target was announced, the market's inflationary ex­
pectations were not converging to the target but exceeding it at a level 
of 10 to 11 percent. In fact, inflation in 1994 was considerably higher 
than targeted, ranging between 11 and 15 percent during the course of 
the year (Figure 7.4). 

When a country has both an inflation target and a crawling exchange 
rate band, the two can sometimes lead to conflicting objectives. For ex­
ample, if the central bank has increased domestic interest rates in order 
to dampen inflationary pressures at home, the higher interest rates 
may induce capital inflows as foreigners are attracted to the higher do­
mestic yields. This effect, in turn, exerts pressure for the currency to 
appreciate, while the inflow of funds tends to reduce domestic interest 
rates and fuel inflation. Consequently, the authorities face trade-offs. 
They can ease their commitment to the exchange rate anchor by widen­
ing the band around the central parity rate, thus permitting larger flue-
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Figure 7 .4. Israel: Targeted and Actual Inflation 

(Percent a year) 

1992 target 

1994 target 

Source: Israeli authorities. 

1991 1998 
target 

..... 0 ,.; .,_ 

tuations in the exchange rate and introducing greater foreign exchange 
risk. Doing so would reduce the incentives for short-term capital in­
flows and the resulting inflationary pressures. Alternatively, the au­
thorities can maintain the exchange rate commitment and deal with the 
prospect of the new, higher inflation. This they can do either by relax­
ing their commitment to the inflation target and allowing the capital in­
flows to feed inflationary tendencies in the economy or by sterilizing 
the capital inflows through open market operations, which would 
merely serve to maintain the higher domestic interest rates and to per­
petuate the foreign inflows. In this situation, inflation is controlled, but 
sterilization also imposes costs. 

ln recent years, foreign capital inflows to Israel have increasingly ex­
erted pressure for currency appreciation. To stabilize the exchange rate 
in the presence of capital inflows, the authorities would have had to ex­
pand money growth sigrtificantly, introducing added inflationary con­
cerns. Consequently, Israel increasingly focused on the inflation target, 
and in June 1995 it officially widened the exchange rate band to 7 per­
cent around the central parity rate. By 1997, inflation levels had 
dropped to within the 7 to 10 percent target range. This case should be 
noted because, apart from Spain, Israel has been the only country to 
adopt an inflation-targeting framework concurrently with an impor­
tant commitment to the exchange rate. 
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In 1986 the United Kingdom discontinued using monetary targeting 
because of concerns about changes in the velocity of money caused by 
financial innovations, which had altered the public's money demand 
and had made it difficult for the central bank to choose a monetary 
growth rate that was consistent with the desired inflation rate. Thus, in 
1987 the pound sterling began to track the deutsche mark and was for­
mally linked to it in 1990. However, there was growing skepticism in 
the markets that the United Kingdom could follow a policy that would 
maintain parity with the mark under the increasingly restrictive Ger­
man monetary policy. In 1992 the pound sterling was forced out of the 
European exchange rate mechanism (ERM), and in October of that year 
the United Kingdom adopted inflation targeting after determining that 
no appropriate intermediate targets for other variables could be relied 
on to steer monetary policy in the correct direction in all circumstances 
(Bowen, 1995). 

The decision to adopt inflation targeting was announced by the 
chancellor of the exchequer to the Treasury and the Civil Service Com­
mittee of the House of Commons, stating that monetary policy would 
be targeted at controlling inflation. However, unlike in New Zealand, 
the central bank was not operationally independent at the time the 
inflation-targeting framework was adopted; rather, the government 
made decisions about monetary policy and was fully responsible for 
decisions about the interest rate. 

The U.K. policy framework called for adopting an explicit inflation 
target under a flexible exchange rate regime and consisted of the fol­
lowing elements: 

• the targeted measure of underlying inflation was defined as the 
retail price index, excluding mortgage interest payments (called 
the RPIX); 

• from an annual inflation rate of around 4.2 percent at the time in­
flation targeting was adopted, the RPIX was to remain within a 1 
to 4 percent range (with a target of 2.5 percent) and decline to the 
lower half of the range by April 1997; 

• monetary policy focused on a range of indicators for evaluating 
whether the inflation forecast was in line with the inflation tar­
get-these included monetary aggregates (MO and M4), housing 
and equity prices, yield-curve measures, the exchange rate, the fis­
cal policy stance, and movements in prices, output, and employ­
ment; and 
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• the intermediate variable for monetary policy was the entire prob­
ability distribution of future inflation outcomes. 

In an effort to make monetary policy more transparent, the authori­
ties made public a series of documents to provide information on mon­
etary policy formulation. Beginning in late 1992 these documents in­
cluded the U.K. Treasury's Monthly Monetary Report, describing 
developments in policy indicators that formed the framework for the 
monthly meeting between the chancellor and the governor of the Bank 
of England; the Bank of England's Quarterly Inflation Report; the thrice­
yearly publication of forecasts and assessments in the Treasury Panel of 
Independent Forecasters; and explanatory press releases accompanying 
each change in interest rates. 

In May 1997 the authorities eliminated the primary drawback under 
the old arrangement-namely, the absence of central bank indepen­
dence-by granting instrument independence to the Bank of England, 
thus altering the requirements for accountability. The new rules made 
the Bank of England responsible for implementing an inflation-target­
ing framework, with the following stipulations: 

• that the Bank of England, without prejudice to this objective, sup­
port the policy of the government, including its objective for 
growth and employment (IMF, 1997); 

• that the inflation target itself be set by the government in the an­
nual budget; 

• that exchange rate policy remain in the hands of the government 
(which still maintained a flexible regime); 

• that, under extreme circumstances, the government retain the 
right to override the monetary policy decisions of the Bank of Eng­
land; 

• that monetary policy decisions be made in monthly meetings of a 
Monetary Policy Committee chaired by the governor of the Bank 
of England and comprising five senior Bank of England staff and 
four outsiders; 

• that the minutes of the monthly monetary policy meetings now 
represent the views of the Monetary Policy Committee and that 
they report any internal conflicts of opinion; and 

• that the Bank of England's Quarterly Inflation Report, not the chan­
cellor, now presents the views of the committee. 

In addition, to enhance the accountability of the central bank, a 1 per­
centage point deviation of the inflation rate from its target would re­
quire that the governor write an open letter to the chancellor to explain 
the deviation and the actions to be taken to correct it. 
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The analytical framework of the Bank of England calls for prod­
ucing both a short-run (three-month) projection of inflation and a 
medium-term projection covering up to two years. The short-run 
projection serves both to fix a baseline for the medium-term inflation 
projection and to provide a benchmark against which to evaluate 
new information over the quarter. The short-run inflation forecast is 
less structured than the medium-term projection and encompasses 
information on inflationary inertia, seasonality, and "off-model" 
information, such as changes in taxes or prices. The medium-term 
projection uses a structural model of approximately 20 equations 
(although the Bank of England has increasingly been drawing on a 
wider set of models). The Bank of England's model captures not 
only structural variables but also a price-expectations term that is 
basically a portmanteau statistic for off-model variables, which 
include inflationary expectations inferred from the yield curve,1o 

surveys of inflationary expectations, money and credit aggregates, 
and, in particular, the judgment of policymakers. More important, 
in order to produce a probability distribution of inflation forecasts, 
the Bank of England has adopted a strategy that first identifies the 
risks to the variables in the model; ranks the risks to the model's 
variables according to severity and asymmetry; produces an accepted 
skewness and variance adjustment for each variable that enters the 
reduced-form equation for inflation; and then translates the weights 
of each of the variables into a probability distribution for inflation. 
Accordingly, the Bank of England's methodology allows both the 
authorities' priors and off-model variables to enter into policy 
decisions. 

Under its inflation-targeting framework, the United Kingdom re­
duced inflation to the 1 to 4 percent range by 1993, and to the 2.5 per­
cent target by the April 1997 deadline. Yet the accuracy of the Bank of 
England's forecasting ability improved only over time. A comparison 
of actual inflation with the Bank of England's forecasts made at various 
times in the year revealed that its 1993-94 forecasts were significantly 
more pessimistic than the actual path of inflation (Figures 7.5 and 7.6). 
However, by 1995 the Bank of England's inflation forecasts had 
improved considerably and tracked actual inflation much more con­
sistently (Figure 7.7). In addition, the implied inflation term structure 
had declined from the period shortly after the United Kingdom exited 

1Cl'fhe same criticism that applied to Israel's indexed versus "omndexcd yields would also 
apply here. 
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Figure 7.5. United Kingdom: Inflation Projections Made In 1993 

and Actual Inflation 

(Percent o year) 

5 

4 

3 

�Feb. /993 Nov. 1993 _!:!oy 7993 
... _ _  - - - -
.............. ..... - - ., ., - ... .. :-. :-.. ':" .. o:-.. -:-:;...-; .. .. ... .. ,_ -· . 

.. --=-- - . . .. - ... .. .. Auq. 1993 
�- . . . .  '"""""' 

2 
- RPIX inflation 

0 I I I 
1992 1993 1994 

Source: Haldane (1996). 
Note: Retail price index excluding mortgage interest payments (RPIX) is the officially targeted 

measure of underlying inflation. 

Figure 7.6. United Kingdom: Inflation Projections Made in 1994 

and Actual Inflation 

(Percent a year) 
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Source: Haldane (1 996). 
Note: RPIX is the officially targeted measure of underlying inflation. 
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Figure 7.7. United Kingdom: Inflation Projections Made in 1995 

and Actual Inflation 

(Percent o year) 
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Source: Haldane (1996). 
Note: RPIX is the officially targeted measure of underlying inflation. 

the ERM (September 12, 1992) to a lower level as of April 16, 1996 
(Figure 7.8).11 

Nevertheless, the market data reveal that, with inferred inflationary 
expectations (as of April 1996) remaining at more than 4.5 percent 
10 years hence, the level of expectations is still too high to be consis­
tent with an official inflation target of 2.5 percent (Figure 7.8). How­
ever, there are signs that the Bank of England's credibility has been 
improving over time, as indicated by a decline in the differential 
between index-linked and non-index-linked bond yields to 3.5 percent 
by September 1997, although this is still above the official target 
(Figure 7.9). 

Summary of Experience Under Inflation Targeting 

This chapter has provided a brief overview of developments i n  
inflation-targeting policies and programs. Thus far, there has been less 
than a decade's worth of experience with inflation targeting, with New 
Zealand having the longest history. Nevertheless, the inflation perfor-

11This structure is inferred from the United Kingdom's index-linked bond market. 
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Figure 7.8. United Kingdom: Implied Forward Inflation Rates 

(Perr:ent a year) 
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Source: Haldane (1996). 

mance of inflation-targeting countries has been largely positive. Hal­
dane (1996) shows that, for the 1980-95 period, mean inflation perfor­
mance among inflation-targeting countries improved significantly 

Figure 7.9. United Kingdom: Market Indicators 
of Monetary Credibility 

(Perr:ent a year) 
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adapted from IMF, 1997.) 
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I Difference in yields on 7.75 percent treasury loans (2012-1 5) and 2.5 percent treasury index-linked 
bonds (201 5). 
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Table 7.2. Summary of Inflation Targeting Statistics 

Preperiod l Postperiod2 

Inflation Output Inflation Output 

l.l CJ 1.1 CJ l.l CJ ll CJ 
Inflation-targeting countries 8.1 1.9 2.1 0.6 2.7 1 .0  2.3 1 .0 

Non-inflation-targeting countries 4.3 2.1 2.5 0.7 2.8 0.8 2.1 1.4 

Source: Haldane (1  996). 
Note: The symbol j.1 represents the mean of the series, and a represents the variance. 
, For Inflation-targeting countries, the period covers 1980, first quarter, to the introduction of the 

target; the period for non-inflation-targeting countries. covers the 1 980s. 
lfor inflation-targeting countries, the period covers from the introduction of the target to 1995, 

fourth quarter; for non-inflation-targeting countries, it covers 1990 (first quarter)-1 995 (fourth quarter). 

Table 7.3. Sacrifice Ratios 

Australia 
Canada 
Finland 
France 
Germany 
Italy 
Japan 
New Zealand 
Spain 
Sweden 
Switzerland 
United Kingdom 
United States 

Source: Haldane (1 996). 

Sacrifice Ratio 

0.12 
1.69 
3.95 
1.21 
4.29 
1.04 
4.63 
0.60 
0.89 
4.41 
n.a. 
3.29 
0.67 

during the relevant period (2.7 percent) compared with their pre­
inflation-targeting experience (8.1 percent, Table 7.2).12 The output cost 
of disinflation tmder an inflation-targeting framework provides an im­
portant gauge of the trade-offs that policymakers can expect to face. 

Some discussions in the popular press have claimed that inflation 
targeting improves the output-inflation trade-off. However, estimates 
of the sacrifice ratio (Table 7.3) deviate widely, from 0.12 percent 

12'fhe inflation-targeting countries included in the study are Australia, Canada, Finland, 
New Zealand, Spain, Sweden, and the United Kingdom. The non-inflation-targeting countries 
include France, Germany, Japan, Switzerland, and the United States. 
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Figure 7.10. Inflation In Inflation-Targeting 
and Non-Inflation-Targeting Countries 

(Percent a year) 
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in Australia (an inflation-targeting country) to 4.63 percent in Japan 
(a non-inflation-targeting country) and are, on average, slightly lower 
for inflation-targeting countries (2.37 for non-inflation-targeting 
countries compared with 2.14 for inflation-targeting countries).13 The 
implication is that the costs of lowering inflation in inflation-targeting 
countries have not been significantly more painful than in non­
inflation-targeting countries. Conversely, critics have argued that 
inflation targeting was initiated during a period in which worldwide 
inflation was exhibiting an overall downward trend (Figure 7.10). The 
question, then, is whether the inflation-targeting framework itself was 
responsible for the decline in inflation in these countries, or whether it 
was the downward pull from abroad. Finally, critics charge that infla­
tion targeting has not yet been tested under extreme economic condi­
tions, such as severe recessions or financial crises, but only under 
moderately inflationary conditions. 

13The sacrifice ratio is measured (see Table 7.3) as the ratio of cumulative loss of output in 
the 1990-95 period to the difference in the average inflation rate between the 1980-89 and 
199�95 periods. Haldane estimated that trend growth was 2.5 percent for all countries sur­
veyed. In Table 7.3, Italy has replaced Switzerland as an inflation-targeting country. 
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