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In a nutshell

® Ambition: inform policy debates around central bank monetary policy framework (reviews) by tracking evolution in
inflation targeting frameworks since the creation of IT

IT is 35 years and is remarkably long-lasting regime (Rose and Rose)
IT provides central banks a form of “constrained discretion” to pursue price stability
- Commitment to meeting a target for inflation
- With discretion in terms of eg how/when to achieve it, and to pursue other objectives
Key question: what is the optimal balance of discretion and constraint?
- Too much discretion? Eg Taylor
- Too much flexibility? Eg Greenspan
® Key question: How /why does IT flexibility vary across time and jurisdictions?

Flexibility=tolerance for fluctuations in Tt and for pursuing other objectives (employment and financial stability)
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Sample and sources

® 26 central banks from advanced (AE) and emerging market economies (EMEs) with IT regime
IT=specify explicit numerical objective for 1t to be reached over a certain horizon
From 1990 (New Zealand) to 2016 (India)

® Construct indicators of flexibility

Focus on de jure flexibility. Similar in spirit to de jure indices of central bank independence or
exchange rate flexibility (Romelli (2022); IMF (2004)).

® Source: official documents laying out formal objectives and how to make them operational
"constitution” that guides policymaking.

Central bank laws
Inflation target announcements

Central bank strategy statements (eg Federal Reserves’s Statement on Longer-Run objectives)
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Measuring flexibility

® Zero-flexibility benchmark: central bank with only objective=CPI target over short and
numerically specified horizon (two-years)

No flexibility to tolerate fluctuations in Tt to pursue other objectives, and address trade-
offs

E.g. if energy prices surge, policy rates must rise so that T meets target over horizon.

No formal mandate to consider real economic costs to justify a more gradual response
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Measuring flexibility

Overall flexibility

® Zero-flexibility benchmark: central bank with only objective=CPI target over short and numerically
specified horizon (two-years)

No flexibility to tolerate fluctuations in to pursue other objectives, and address the associated
trade-offs

E.g. if energy prices surge, policy rates must rise so that T meets target over horizon.

No formal mandate to consider real economic costs to justify a more gradual response
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Measuring flexibility

Overall flexibility

Flexibility of the inflation target specification

Objectives other than price stability
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Measuring flexibility

Overall flexibility

Flexibility of the inflation target specification Objectives other than price stability

Numerical target Target horizon Financial stability

<3BIS



Unrestricted

Measuring flexibility

Overall flexibility

Flexibility of the inflation target specification Objectives other than price stability

Numerical target Target horizon Financial stability

measure
Width of range Eight features that can be adjusted to Degree of

or band increase flexibility relative to the no- ambition
flexibility benchmark

ambition
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Measuring inflation targeting flexibility: scoring system

Table A1

(1) Dimension

(2) Sub-dimension

(3) Feature

(4) Scoring

A1.1 How flexible is the
type of target?

0 = point target

0.5 = point target with tolerance interval (or
range with midpoint)

1 = range
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Measuring inflation targeting flexibility: scoring system

Table A1

(1) Dimension (2) Sub-dimension

(3) Feature

(4) Scoring

A. Flexibility of the A1. Numerical target

inflation target
specification

A1.1 How flexible is the
type of target?

0 = point target

0.5 = point target with tolerance interval (or
range with midpoint)

1 = range

A1.2 How wide is the
target range or interval?

0 = 1 percentage point
0.5 = 2 percentage points

1 = more than 2 percentage points

A1.3 How selective is the
price index?

0 = CPl inflation target (or equivalent)

1 = core inflation target (or target with
“escape clauses”)

A2. Target horizon

A2.1 How flexible is the
target horizon?

0 = numerical horizon

1 = qualitative (eg “over the medium term”)
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B1. Real economy

B. Objectives other

B1.1 What is the status
of the objective?

Unrestricted

0 = not an objective or consideration

0.33 = only a consideration

0.66 = secondary objective

1 = primary objective

B1.2 What is the degree
of ambition?

0 = vague

0.4 = dampen volatility

0.8 = high/maximum level

1 = shortfall from maximum level

than price stability

B2. Financial stability

B2.1 What is the status
of the objective?

0 = not an objective or consideration

0.33 = only a consideration

0.66 = secondary objective

1 = primary objective

B2.2 What is the degree
of ambition?

0 = vague

0.5 = qualified leaning against the wind
(LAW)

1 = unqualified LAW

Source: Authors’ elaboration based on central bank or government reports and statements (see Annex C).
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3. Flexibility of current frameworks

® EME frameworks are more heterogenous (different inflation histories)

A. Advanced economies B. Emerging market economies
® _ 1.0
0.8
0.6
0.4
0.2
0.0
I I I I I I I I I I
Flexibility of  Flexibility of Weight on real Weight on Flexibility of  Flexibility of Weight on real Weight on
the numerical  the target economy financial stability the numerical  the target economy financial stability
target horizon target horizon
® Mean [ Interquartile range — Min-max
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3. Flexibility of current frameworks: inflation target specification

® EMEs have more flexible numerical targets

A. Advanced economies B. Emerging market economies
® _ 1.0
0.8
0.6
0.4
0.2
0.0
I I I I I I I I I I
Flexibility of  Flexibility of Weight on real Weight on Flexibility of  Flexibility of Weight on real Weight on
the numerical  the target economy financial stability the numerical  the target economy financial stability
target horizon target horizon
® Mean [ Interquartile range — Min-max

<3BIS



Unrestricted

3. Flexibility of current frameworks: inflation target specification

® EMEs have more flexible numerical targets but stricter target horizon (food prices, credibility)

A. Advanced economies B. Emerging market economies
® » 1.0
0.8
0.6
0.4
0.2
0.0
I I I I I I I I I I
Flexibility of  Flexibility of Weight on real Weight on Flexibility of  Flexibility of Weight on real Weight on
the numerical  the target economy financial stability the numerical  the target economy financial stability
target horizon target horizon
® Mean [ Interquartile range — Min-max
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3. Flexibility of current frameworks: other objectives

® EMEs put less weight on real economy objectives, but more on financial stability

A. Advanced economies B. Emerging market economies
® _ 1.0
0.8
0.6
04
0.2
0.0
I I I I I I I I I I
Flexibility of  Flexibility of Weight on real Weight on Flexibility of  Flexibility of Weight on real Weight on
the numerical  the target economy financial stability the numerical  the target economy financial stability
target horizon target horizon
® Mean [ Interquartile range — Min-max
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4. Evolution of flexibility over time
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Flexibility of numerical targets has declined
while that of the horizons has increased.

Flexibility has grown with respect to
objectives other than price stability — real
economy and financial stability.
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4. Evolution of flexibility over time

3. These trends are typically starker in AEs
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A. Advanced economies

Flexibility score yoy, %
1.00 8
0.75 6
0.50 T 4

0.25 ' 7~ N& |2

/ﬂ A
; =N
0.00 ' 0

ele ey bea celiea vl Do e v b g |
1990 1995 2000 2005 2010 2015 2020 2025

Average (lhs): = Flexibility of the - Weight on
numerical target real economy
- Flexibility of the = Weight on
target horizon financial stability

B. Emerging market economies

Flexibility score yoy, %
1.00 28
0.75 21
0.50 14
0.25 — , 7
0.00 0

I|IIII|IIIIlIIlIIIIIIllIIIlIIIIIIIIII
1990 1995 2000 2005 2010 2015 2020 2025

Unrestricted




4,

Evolution of flexibility over time

Key drivers: (i) growing confidence in ability to control T and in frameworks' credibility; (ii) influence of GFC.
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A. Inflation target type B. Target band

4. Evolution of flexibility over time
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4. Evolution of flexibility over time

1. Growing confidence in the ability to control inflation and in the
frameworks' credibility
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In AEs, by 2008:

Core inflation targets and escape clauses had largely
disappeared

Less well specified / longer-term horizons
Ranges or intervals become narrow (+/-1%)
Weight on real economy had surged

Less stark in EMEs, where the decline in the level and volatility of
inflation generally occurred later.

Less strictness about horizon to meet the target provides
flexibility for higher ambition for inflation and employment.

D. Non-numerical target

horizon
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Evolution of flexibility over time

2. Legacy of the Global Financial Crisis
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® AEs faced a low-inflation challenge

Fears of deflation =» even greater focus on
managing expectations = even stricter
inflation targets.

Confidence for greater ambition about the real
economy.

® Some catch-up visible in EMEs

A. Inflation target type
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Conclusion
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Inflation targeting has proved remarkably durable (Rose (2020)).

But under the surface, IT frameworks' flexibility has evolved significantly.
In EMEs, inflation targeting is much closer to how it initially looked like.
But in AEs, significantly more ambition both for  and for employment.

- Increasingly vague target horizon provide the flexibility to pursue both objectives
The adaptability of IT can partly explains its spread and durability.

Covid experience suggests IT provided flexibility to tolerate over-target 1, without large-scale
response of inflation expectations.

Scope for more normative analysis

This paper can help by providing a systematic cross-country dataset.
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