INFLATION TARGETING

During the 1990s, many countries have chosen to
adopt some kind of a flexible exchange rate regime
which reduces the vulnerability to exchange rate
attacks and gives their Central Banks a certain
degree of leeway to conduct an independent mon-
etary policy. For putting such a policy into opera-
tion, two targets could be pursued alternatively: a
monetary growth target and an inflation rate tar-
get. Due to the instability of money demand a
monetary target is often regarded as impractical. In
a recent IMF working paper (Carare and Stone,
2003) 42 countries are analysed which have chosen
a certain form of inflation targeting.

The authors distinguish three main forms of infla-
tion targeting: “eclectic inflation targeting*, “full-
fledged inflation targeting”, and “inflation target-
ing lite”. The table below characterises some
aspects of the way in which inflation targeting is
performed in a selection of countries. (The table
leaves out mainly the non-European transition and
developing countries which are, however, covered
in the named study.)

Eclectic inflation targeting is seen to be at work in
the monetary policy of the European Central
Bank, in Denmark and Switzerland as well as in
Japan and the US. These countries have long since
maintained low inflation rates, and their financial
markets are highly developed. This leads to a high
credibility of their anti-inflation policies what
enables them to realise low inflation rates even
without full transparency and accountability with
respect to an inflation target. The leeway monetary
policy gains can be used to smooth output fluctua-
tions. (Whether this leeway, provided by eclectic
inflation targeting, is sufficiently used by the ECB,
is another question, see e.g. Sinn (2003). One could
also ask whether, e.g., the ECB’s policy is correctly
characterised by eclectic inflation targeting.)

Full-fledged inflation targeting is seen to exist in
Sweden, the UK, Norway, Czech Republic,
Australia, Canada, New Zealand. In these coun-
tries financial stability, the development of finan-
cial markets, and thus the level of credibility is not
as high as in the countries with eclectic inflation
targeting. They commit clearly to their inflation
target and underline the commitment by a trans-
parent monetary policy framework. This reduces
the time inconsistency problem a Central Bank
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faces but, at the same time, reduces also the leeway
of monetary policy to stabilise aggregate output.
New Zealand was the first country (1989) to adopt
this type of monetary policy.

Inflation targeting lite is observed only in emerging
economies (only partially covered in the table).
These countries have not gained sufficient credibil-
ity to maintain low inflation rates without credible
and transparent commitment. Thus, they are candi-
dates for full-fledged inflation targeting. On the
other hand, many of these countries are repeated-
ly exposed to shocks (real and financial, external
and internal) which give output stabilisation a high
priority. Thus, a transparent commitment to infla-
tion targeting would limit greatly their ability to
react to shocks. The trade-off between higher sta-
bility of the price level and gaining credibility on
one hand, and lower exposure to shocks on the
other hand leads to somewhat higher inflation
rates coupled with more flexibility to smooth out-
put fluctuations.

In terms of the well-known alternative of a discre-
tionary vs. rules-based monetary policy, one can
characterise the policy of inflation targeting lite as
one with a high degree of discretion, whereas the
policy of full-fledged inflation targeting is highly
rules-based. Eclectic inflation targeting takes a mid-
dle position in this respect.
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