Journal of Economic Perspectives—Volume 11, Number 2—Spring 1997—Pages 97-116

Inflation Targeting: A New Framework
for Monetary Policy?

Ben S. Bernanke and Frederic S. Mishkin

Basle to Washington, to share ideas and discuss common problems. Per-

haps these frequent meetings help explain why changes in the tactics and
strategy of monetary policymaking—such as the adoption of money growth targets
in the 1970s, the intensification of efforts to reduce inflation in the 1980s, and the
recent push for increased institutional independence for central banks—tend to
occur in many countries more or less simultaneously. Whatever their source, major
changes in the theory and practice of central banking are of great importance, for
both individual countries and the international economy. In this article, we discuss
a new strategy for monetary policy known as “inflation targeting,” which has
sparked much interest and debate among central bankers and monetary economists
in recent years. This approach is characterized, as the name suggests, by the an-
nouncement of official target ranges for the inflation rate at one or more horizons,
and by explicit acknowledgment that low and stable inflation is the overriding goal
of monetary policy. Other important features of inflation targeting include in-
creased communication with the public about the plans and objectives of the mon-
etary policymakers, and, in many cases, increased accountability of the central bank
for attaining those objectives.

T he world’s central bankers and their staffs meet regularly, in venues from
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Inflation targeting in various forms has been adopted in recent years by a
number of industrialized countries, including Canada, the United Kingdom, New
Zealand, Sweden, Australia, Finland, Spain and Israel.! Table 1 offers some details
about the specific plans in each country. There are also important elements of
inflation targeting, as we discuss below, in the long-standing and well-regarded mon-
etary policy approaches of Germany and Switzerland. In the United States, inflation
targeting has been advocated by some influential policymakers, and Senator Connie
Mack (R-Fla.) has introduced a bill that, if passed, would establish price stability as
the primary goal of monetary policy [S.R. 1266, 104th Cong. 1st sess.]. Finally, the
Maastricht treaty mandates price stability as the primary objective of the European
Central Bank, and it seems likely—if European monetary union in fact
occurs—that the ECB would incorporate major elements of the inflation targeting
approach in its procedures (Issing, 1996).

We begin our discussion of inflation targeting with some details of how this
approach has been implemented in practice. We focus on the practice of inflation
targeting, rather than the theory, because we believe that the rhetoric associated
with inflation targeting is often misleading. In particular, we will argue that actual
experience with this approach shows that inflation targeting does not represent an
ironclad policy rule, as some writers on the subject and even some advocates of this
approach seem to assume. Instead, inflation targeting is better understood as a
policy framework, whose major advantage is increased transparency and coherence
of policy, and in which fairly flexible, even *‘discretionary’”’ monetary policy actions
can be accommodated.? We next discuss in more detail why viewing inflation tar-
geting as a framework, rather than a rule, blunts some of the arguments that have
been made against it and in general enhances the appeal of this approach. This is
not to say that valid questions do not remain about this strategy for monetary policy;
in the final portion of the paper we discuss some important additional issues and
draw conclusions about the usefulness of the inflation targeting framework.

Inflation Targeting in Practice

Although every country that has adopted inflation targeting has customized
the approach in various ways, certain empirical generalizations about this strategy
can be made.

The hallmark of inflation targeting is the announcement by the government,
the central bank, or some combination of the two that in the future the central
bank will strive to hold inflation at or near some numerically specified level. As can
be seen in Table 1, inflation targets are more often than not specified as ranges—

! Detailed analyses of experiences with inflation targeting can be found in Goodhart and Vinals (1994),
Leiderman and Svensson (1995), Haldane (1995) and McCallum (1996), among others.
?King (1996) adopts a similar view.
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Operational Aspects of Inflation Targets

Target Level
Country (percentage annual
(date of adoption) Target Series Definition inflation) Time Horizon
Australia (1993) Underlying CPI (excluding fruit 2-3 Ongoing
and vegetables, petrol, interest
costs, public sector prices and
other volatile prices)
Canada Core CPI (excluding food, energy 1-3 18 months
(February 1991) and first-round effects of
indirect taxes)
Finland Underlying CPI (excluding about 2 Ongoing
(February 1993) government subsidies, indirect
taxes, housing prices and
mortgage interest payments)
Israel CPI 8-11 1 year
(December 1991)
New Zealand Underlying CPI (excluding 0-2 (until November 1 year

(March 1990) changes in indirect taxes or 1996; 0-3
government changes, thereafter)
significant changes in import or
export prices, interest costs and
natural disasters)
Spain CPI (excluding first-round effects below 3 Through 1997
(January 1995) of indirect tax changes)
Sweden CPI 2+1 Ongoing
(January 1993)
United Kingdom RPIX (RPI excluding mortgage lower half of 1-4 until Until the end of

(October 1992)

interest payments)

spring 1997; 2.5 or

this Parliament

less thereafter

for example, 1-3 percent—rather than single numbers, and they are typically es-
tablished for multiple horizons ranging from one to four years. However, there are
exceptions to both observations; indeed, Germany, with the longest experience with
inflation-focused monetary policy, specifies its implicit inflation target as a point
and only for a one-year horizon. Initial announcements of inflation targeting gen-
erally allow for a gradual transition from the current level of inflation to a desired
steady-state level, usually the level deemed consistent with price stability. ‘‘Price
stability”” never in practice means literally zero inflation, however, but usually some-
thing closer to a 2 percent annual rate of price change, for reasons we discuss later.

There is a lively debate over whether targeting should be of the inflation rate
per se or of the price level. Of course, a targeted price level need not remain
constant indefinitely, but could be allowed to drift upward in a predetermined way
over time (Goodhart and Vinals, 1994; Svensson, 1996). The relative disadvantage
of targeting the inflation rate is that unanticipated shocks to the price level may be
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treated as bygones and never offset; as a result, forecasts of the price level at long
horizons might have a large variance under inflation targeting, which presumably
impedes private-sector planning.” On the other hand, strict price-level targeting
requires that overshoots or undershoots of the target be fully made up, which re-
duces the variance of long-run forecasts of prices but could impart significantly
more volatility into monetary policy in the short run.* In practice, central banks
tend to compensate partially for target misses, particularly at shorter horizons.

Associated with the announcement of inflation targets there is usually some
statement to the effect that control of inflation is the “‘primary’’ or ‘“‘overriding”’
goal of monetary policy and that the central bank will be held accountable for
meeting the inflation targets. For example, Section 8 of the Reserve Bank of New
Zealand Act of 1989 assigns the central bank the statutory responsibility *“‘to for-
mulate and implement monetary policy directed to the economic objective of
achieving and maintaining stability in the general level of prices,” with no mention
of competing goals. Section 9 of the act requires the Minister of Finance and the
Governor of the Reserve Bank to negotiate and make public a Policy Targets Agree-
ment (PTA), setting out specific inflation targets. In other countries, such as Swit-
zerland, Canada and the United Kingdom, the inflation goal is embodied in public
statements by the central bank rather than mandated by law.

The rationale for treating inflation as the primary goal of monetary policy is
clearly strongest when medium- to long-term horizons are considered, as most econ-
omists agree that monetary policy can affect real quantities, such as output and
employment, only in the short run. Of course, some economists of new classical or
monetarist persuasions might claim that inflation should be the sole concern of
monetary policy in the short run as well, arguing that using monetary policy for
short-run stabilization of the real economy is undesirable, infeasible, or both. How-
ever, in practice no central bank has of yet completely forsworn the use of monetary
policy for short-run stabilization, and so the phraseology ‘‘primary’’ or “overriding”’
must be taken to refer to the longer term.

The degree to which the central bank is held formally accountable for inflation
outcomes varies considerably. The New Zealand law links the tenure of the governor
of the Reserve Bank to the achieving of the inflation targets, and thus comes closest
to providing an explicit ‘‘incentive contract,”” as proposed by Persson and Tabellini
(1993) and Walsh (1995).° In other countries, no explicit sanctions on the central
bank for missing the target are given; presumably, however, missing the target badly
would impose implicit institutional or personal costs in terms of lost reputation or
prestige. It is rather early in many of the inflation-targeting experiments to judge

* Technically, ensuring only that the inflation rate is stationary may leave a unit root in the price level,
so that the forecast variance of the price level grows without bound. This problem is analogous to the
issue of “‘base drift” in the literature on money-growth targeting.

* However, Svensson (1996) gives examples in which price-level targeting actually reduces the volatility
of output.

® Svensson (1997b) relates inflation targeting to the contracting approach.
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