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Is Transition to Inflation Targeting Good for Growth?

BY GALINA HALE AND ALEXEJ PHILIPPOV

Inflation targeting is often considered the most appropriate monetary policy framework for
central banks seeking price stability. While a target can help stabilize inflation, the implications
for a country’s growth are less clear. Advanced economies experienced higher economic growth
immediately following the transition to inflation targeting. However, developing economies
experienced only modest gains that were close to their trend growth. One explanation is that
transitioning to a low-inflation regime can be more costly for less stable countries that have
higher inflation expectations and less credible policies.

Most modern central banks include among their goals some version of price stability, that is, maintaining
the purchasing power of the country’s currency. In some countries central banks have stated what inflation
rate or range is consistent with price stability and have explicitly committed to target that rate over time.
Other central banks have not set explicit inflation targets.

In this Economic Letter we examine whether the adoption of inflation targeting makes a difference to a
country’s economic results. In the past two decades, inflation rates have generally declined in countries
that have formally adopted an inflation target as well as in those that have not announced an explicit
target. We compare the declines in inflation among countries from these two groups. In addition, we
examine how adopting an inflation target affects a country’s economic growth. We distinguish between
advanced and developing economies because of large differences in their initial conditions as well as their
trends for inflation and GDP growth rates.

Our results show that those countries that adopted a target experienced lower inflation within at least
three years; this was particularly true for developing economies. The effects on growth are less clear.
Advanced economies that adopted inflation targeting experienced relatively higher growth than those that
did not. In contrast, developing economies that adopted an inflation target did not show any substantial
gains in growth in the medium term compared with those that did not adopt a target. One possible
interpretation is that, because of the costs associated with bringing inflation rates down, developing
economies have to wait longer for economic gains from inflation targeting to materialize.

Pros and cons of adopting an inflation target

Since 1990, inflation has declined in many countries. Figure 1 shows that the average inflation rate fell for
both advanced and developing economies, around the same time that many countries of both types
adopted inflation targeting regimes. We use the definition from Hammond (2012) to assign the year in
which countries de facto adopted an inflation targeting regime, which does not always coincide with the
year of their official announcement. We exclude euro-area countries because their independent monetary
policies ended in 1999. Note that the causality between lower inflation and inflation targeting can go both
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expectations, and it has

proven to be an effective method of controlling inflation (Glrkaynak et al. 2006). Rudebusch and
Svensson (2002) show that, in theory, inflation targeting leads to lower inflation than a traditional
alternative of monetary targeting. Theory also suggests that the impact of an inflation targeting regime on
GDP growth is likely to be positive. In particular, higher inflation is detrimental to growth because it
generates uncertainty and therefore reduces investment. By reducing or eliminating this uncertainty and
creating an environment in which positive productivity shocks translate more fully into increased
investment and production, an inflation targeting regime increases economic growth.

Some critics of inflation targeting argue that lower inflation in some countries was simply a result of a
stronger commitment to this goal and not the result of inflation targeting per se. Others worry that the
focus on inflation could generate instability in other parts of the economy, such as output. In practice,
however, monetary policymakers who institute inflation targeting also track its effects on other conditions,
such as real growth or unemployment (Lin and Ye 2007 and Svensson 2010).

Nearly two decades ago, Rudebusch and Walsh (1998) summarized the arguments for and against inflation
targeting regimes. Since then, a number of empirical studies have examined the impact of inflation
targeting regimes on growth. Some studies show a positive association, while others claim that there is no
association or a negative effect. This variety of estimates results from using different samples of countries
and years as well as different approaches to identify causal effects.

Empirical evidence

To compare the effects of inflation targeting on different types of economies, we look at a sample of
countries that adopted inflation targeting regimes, including 10 advanced countries in the Organisation for
Economic Co-operation and Development (OECD) and 16 developing economies. Inflation targets in the
OECD economies range from 2 to 3%, while in developing economies they are much more varied, with 3
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was 4.4 percentage points on average, while for advanced economies it was 3.2.

To understand the effects of an explicit inflation targeting regime more fully, we also need to investigate its
impact on economic growth. At first glance, the adoption of inflation targeting appears to have boosted
GDP growth about half a percentage point in advanced economies and did not make much difference in
developing economies (Figure 2B). However, such simple comparisons can be misleading because many
other factors affect GDP growth.

As we mentioned earlier, one cannot conclude that these declines in inflation resulted from target adoption
because of the downward trend in inflation and a possibility of reverse causality. One challenge of
evaluating the impact of inflation targeting on growth empirically is that the timing of adoption is not
likely to be independent of current and expected future economic conditions. For example, if a country is
likely to adopt inflation targeting when the economy is slowing down, thus facing less inflationary
pressures, then GDP growth is likely to be lower after the target is instituted than before. Conversely, if
targeting is more likely to be adopted when the economy is on the upswing, an increase in the growth rate
may follow adoption. In either case, attributing the change in growth to the adoption of the inflation
targeting regime would not necessarily be correct.

One way to deal with this problem is by treating the change as an experiment and comparing the results
with a control group, as used in medical drug trials. We can think of the adoption of an inflation targeting
regime as a treatment applied to a group of countries at different times. To reveal the effect of such
treatment on inflation and growth, we can construct a group of “control” countries and years that had
characteristics similar to countries that adopted inflation targeting in the year they adopted it and, as a
result, had a similar probability of adopting an inflation targeting regime but did not do so. We can then
simply compare growth and inflation outcomes for the two groups of countries.

To use this method we first estimate the probability that a country will adopt an inflation targeting regime
depending on its macroeconomic conditions. We then select from among the non-adopters those countries
and years for which the estimated probability of inflation target adoption was different by less than 5
percentage points compared with countries that adopted the policy in the year they adopted it. These
countries, then, form our control group of “matched non-adopters.” For example, Canada adopted
inflation targeting in 1991 and is in the adopter category. Italy and Switzerland in 1994, Greece in 1992,
and Spain in 1987 faced similar economic situations but did not adopt inflation targeting, so they are
among countries that form a control group for Canada. We then compare inflation and GDP growth of
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inflation targeting
adoption—or non-adoption, for the control group—and the three years following. We can see in panel A
that inflation fell almost twice as much in countries that adopted inflation targeting (blue bars) compared
with countries that were in similar macroeconomic situations but did not adopt targeting (red bars). The
drop in inflation for non-adopters can be explained by an overall global trend of declining inflation during
the period we focus on, 1995 to 2007.

We can also see in panel B that there was a substantial increase in the GDP growth rate for advanced
economies that adopted inflation targeting, while there was no change, as one would expect, for the control
group. The effect was much less pronounced for developing economies, with lower increases in the growth
rate and a much smaller difference between adopters and non-adopters.

Why the difference? As we have shown in Figure 2, developing economies entered inflation targeting
regimes in an environment of much higher inflation and had to bring their inflation rates down much more
than advanced economies. Since reducing inflation tends to be contractionary, this cost of targeting is
likely to be more pronounced, nearly offsetting any growth benefits that arise from the stable inflation and
less uncertainty that are associated with an inflation targeting regime.

Conclusion

Our empirical analysis shows that inflation declined in countries following the adoption of an inflation
targeting regime, consistent with past studies. This clearly is an intended consequence of such policies. We
also find that such policies have a positive effect on economic growth in advanced economies, as most of
the theoretical models would predict. However, we find that developing economies do not benefit from
similar growth increases following inflation targeting adoption, at least not in the first three years. It is
likely that these economies have to go through substantially more tightening to achieve their inflation
targets than advanced economies, perhaps due to higher inflation expectations.

Galina Hale is a research advisor in the Economic Research Department of the Federal Reserve Bank of
San Francisco.

Alexej Philippov is a student at Moscow State University in Russia.
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