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Inflation Targets and Inflation Expectations:
Some Evidence from the Recent Oil Shocks

A great deal of recent research has pointed out the

benefits of adopting inflation targets, emphasizing, in
particular, their role in helping to stabilize inflation

expectations. As we discuss below, these arguments

suggest that inflation expectations in countries that

target inflation should react difterently to the recent
oil price shocks than expectations in countries that

do not target inflation. We examine whether this is

indeed the case by comparing the recent behavior of
inflation expectations in the U.S.—which does not

have an explicit inflation target—with the behavior
of inflation expectations in Canada and the UK.,

which do.

Recent research and some data

Proponents of inflation targeting have argued that it
will decrease inflation variability, reduce the inflation-
ary impact of shocks to the economy and anchor
inflation expectations. For example, Mishkin (2004,
p- 120) claims that the U.S. would benefit from adopt-
ing an inflation target in a number of ways: “First, an
inflation target is readily understood by the public
and is thus highly transparent. Framing the discussion
of monetary policy around an inflation goal makes it
easier for the Fed to communicate with the public
and the markets. It can help decrease uncertainty
about future monetary policy moves, thereby decreas-
ing market volatility. It can help focus the political
debate on what a central bank can do in the long
run—that is, control inflation, rather than on what it
cannot do, which is permanently increase economic
growth and the number of jobs through expansion-
ary monetary policy.”

Not everyone is convinced about the usefulness of

inflation targets. In a recent study, Ball and Sheridan
(2005) examine a sample of developed countries

(members of the OECD) and compare the perfor-

mance of those that have adopted inflation targets

with those that have not. They find that while coun-
tries that adopted inflation targets did succeed in re-
ducing inflation, their macroeconomic performance
was no better than countries that did not adopt infla-
tion targets. They conclude that while they find no

evidence against inflation targeting, ““[n]othing in the
data suggests that covert targeters would benefit from
adopting explicit targets” (p. 273).

Other empirical studies have reached difterent con-
clusions. For instance, Swanson (2006) argues that
inflation expectations in the U.S. are not as well an-
chored as in some inflation targeting countries. He

bases this conclusion on the finding that measures of
long term inflation expectations tend to go up in
response to economic news, such as a higher-than-

expected CPI inflation number. A similar response is
not observed in three countries with explicit infla-

tion targets (the U.K., Canada, and Sweden).

In this Economic Letter we examine how inflation ex-
pectations have been affected by the jump in the price
of oil in recent years. The oil shock seems to provide
a natural experiment to study this issue, since the oil
shocks of the 1970s led to sharp increases in inflation
in many countries. Figure 1 plots inflation rates—as
measured by the CPI—in the three countries we
examine: Canada, the U.K., and the U.S. The figure
shows that positive oil price shocks were associated
with large increases in inflation during the 1970s,
with inflation rising above 10% in both the U.S. and
Canada and above 20% in the U.K.

Figure 1
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Given this history, it would not be surprising to see
financial markets (as well as other agents in the econ-
omy) raise their expectations of inflation following

the recent increases in oil prices. And to the extent
that explicit inflation targets help to stabilize infla-

tion expectations, expected inflation in countries that
do not target inflation should rise by more than ex-
pected inflation in countries that do.

Comparing inflation expectations across countries
The measures of expected inflation we employ here
come from financial markets. To construct a measure
of expected inflation for the U.S. market, we subtract
the yield on the 10-year TIPS (Treasury Inflation-
Protected Securities) from the yield on 10-year Trea-
sury Securities. Thus, we use the difference between
a market-determined nominal yield and a market-
determined real yield as a measure of expected infla-
tion. We repeat this procedure for the UK., using
comparable securities. However, for Canada we only
have real yields at a 30-year horizon, and so we plot a
measure of inflation expectations at a 30-year horizon.

Figure 2 plots our measures of inflation expectations
for these three countries together with the price of
a barrel of (West Texas Intermediate crude) oil in
dollars since 2000. The (monthly average) U.S. dollar
price of oil has gone from roughly $27 a barrel in
January 2000 to more than $74 in July 2006. Impor-
tantly, though, the dollar has depreciated against both
the Canadian dollar and the pound. So while the
U.S. dollar price of oil is up by nearly 173% over this
period, the Canadian dollar price is up about 113%
while the price in British pounds is up about 143%.
The point is that for these two countries the “oil price
shock’ has been smaller than it has been for the U.S;
if everything else were the same across countries, the
experience of the 1970s would lead one to expect
U.S. inflation expectations to rise by more than infla-
tion expectations in Canada or the U.K.

Turning to the figure, the first thing one notices is
that inflation expectations in all three countries have
been relatively stable—even though oil is now more
than two-and-a-half times as expensive as it was at
the beginning of 2000. Further, the net increase in
inflation expectations over this period has not been
very large. In the U.S., expected inflation rose from
2.3% in January 2000 to 2.6% in July 2006, in Canada
it rose from 2.3% to 2.7%, while in Britain it actu-
ally fell from 3.5% to 2.9%. The stability of inflation
expectations since early 2004 is particularly striking,
especially since this is the period over which oil prices
began to rise at a faster pace. Specifically, the price of
oil averaged close to $34 per barrel in January 2004
and was about $40 per barrel higher in July 2006.
(By contrast, it rose just about $7 per barrel over the
previous four years.) Remarkably, Figure 2 indicates
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Figure 2
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that there has been almost no increase in inflation
expectations over this period.

It is worth noting that for the U.S,, these results are
similar to those obtained from the survey of profes-
sional forecasters. The forecasts for inflation over the
next ten years averaged 2.5% in the survey conducted
in the first quarter of 2000, as well as in surveys con-
ducted in the first quarter of 2004 and the third quar-
ter of 2006.

Now;, it is possible to argue that inflation expectations
have not changed much over this period because
markets were expecting a substantial increase in the
price of oil and had factored this into their inflation
forecasts at that time. But this argument is easily re-
futed with the help of data from futures markets. As
of January 2004, oil futures data indicated that mar-
kets expected oil to average $29.5 per barrel one year
ahead and $27.6 two years ahead. Thus, the recent
price of oil is about $50 per barrel higher than what
markets were expecting at the beginning of 2004.

So—contrary to the experience of the 1970s—
markets do not appear to expect that the recent jump
in oil prices will translate into permanently higher
inflation in any of the three countries that we are
examining. Not only that, there is no obvious differ-
ence in how inflation expectations across the three
countries have responded to the oil shock—and this
despite the fact that U.S. inflation has been rising
recently and is now above that prevailing in the other
two countries, as shown in Figure 1. This suggests
that inflation expectations in the U.S. are about as
well anchored as they are in the U.K. and Canada,
both of which have explicit inflation targets.
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A caveat and some possible explanations

It is possible that there have been some other changes
in the economy or the economic outlook over this
period which could have the effect of offsetting the
impact that oil price shocks might have on expected
inflation. However, it is not obvious what these might
be. And as for the behavior of U.S. inflation expec-
tations relative to those in Canada and the UK., it

is worth recalling that the U.S. dollar has fallen rel-
ative to both the British pound and the Canadian

dollar over this period. If anything, the falling dol-
lar would be expected to push both actual and ex-

pected inflation in the U.S. above that in the U.K.

and Canada (even apart from what these currency
movements imply for the size of the oil price shock
in the three countries).

It is then natural to wonder about why U.S. inflation
expectations appear well anchored. One thing that
the U.S. has in common with the other two coun-
tries is that it has brought inflation down from the
high levels observed in the 1970s and kept it low for
a while now. This achievement (which is not limited
to the three countries under discussion) is likely to
have strengthened the public’s belief that the central
bank authorities are committed to keeping inflation
low. Indeed, in the U.S., Fed officials have repeatedly
emphasized the need to keep inflation low in order
to achieve maximum sustainable growth.

More recently, several Fed officials have talked about
a “comfort zone” for inflation, a term that both finan-
cial markets and the press refer to fairly frequently. It
is possible that the markets think of this zone as a de
facto target range, even though neither the Fed nor
Congress have announced any formal inflation targets.
Indeed, in a recent paper, Goodfriend (2005) argues
that the recent successes of monetary policy “...can
be attributed in large part to inflation-targeting pol-
icy procedures that the Fed has adopted gradually and
implicitly over the last two decades” and that ““...some
form of inflation targeting is likely to remain at the
core of Fed monetary policy indefinitely” (p. 311).

Again, not everyone agrees. Commenting on the
paper by Goodfriend, then-Governor Donald Kohn
(2005) argued that the Fed has not pursued an infla-
tion target but, instead, has implemented policy in a
flexible manner, often behaving in ways that would
be inconsistent with inflation targeting; the Fed has
achieved greater credibility over time, and expecta-
tions have become well anchored, because monetary
policy has kept inflation low for a sustained period.

Conclusions
Contrary to what the experience from the 1970s
might suggest, the recent substantial increase in the
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price of oil does not appear to have led to a notice-
able jump in inflation expectations in the U.S. In this
respect, the U.S. experience seems similar to the expe-
riences of Canada and the U.K. This suggests that

inflation expectations in the U.S. are reasonably well
anchored and that they may be about as well anchored
as they are in countries that have announced infla-

tion targets. The debate about the reasons for this is
not settled yet: The Fed may have acquired greater
credibility because it has kept inflation low for a sus-
tained period of time now or because the public be-
lieves that the way the Fed is currently practicing

monetary policy is not very different from inflation
targeting as practiced by some other countries.

Bharat Trehan
Research Advisor

with Jason Tjosvold
Research Associate

References

Ball, Laurence, and Niamh Sheridan. 2005. “Does
Inflation Targeting Matter?” In The Inflation-Targeting
Debate, eds. Ben Bernanke and Michael Woodford.
Chicago:University of Chicago Press, pp. 249-276.

Goodfriend, Marvin. 2005. “Inflation Targeting in the
United States?”” In The Inflation-Targeting Debate, eds.
Ben Bernanke and Michael Woodford. Chicago:
University of Chicago Press, pp. 311-337.

Hoover, Kevin, and Stephen Perez. 1994. “Post Hoc
Ergo Propter Hoc Once More. An Evaluation of
‘Does Monetary Policy Matter?” in the Spirit of
James Tobin.” Journal of Monetary Economics 34, pp.
47-73.

Kohn, Donald. 2005. “Comment on ‘Inflation Targeting
in the United States.” In The Inflation-Targeting
Debate, eds. Ben Bernanke and Michael Woodford.
Chicago:University of Chicago Press, pp. 337-350.

Mishkin, Frederic S. 2004.“Why the Fed Should Adopt
Inflation Targeting.” International Finance 7(1), pp.
117-127.

Swanson, Eric. 2006. “Would an Inflation Target Help
Anchor U.S. Inflation Expectations?” FRBSF
Economic Letter 2006-20 (August 11). http://
www.frbst.org/publications/economics/letter/2006/
€12006-20.html



EcoNOMIC RESEARCH PRESORTED

STANDARD MAIL
U.S. POSTAGE

FEDERAL RESERVE BANK PATD

PERMIT NO. 752
San Francisco, Calif.

OF SAN FRANCISCO

P.O. Box 7702
San Francisco, CA 94120
Address Service Requested

Printed on recycled paper @ %

with soybean inks

Index to Recent Issues of FRBSF Economic Letter

DATE NUMBER TITLE AUTHOR
1/27  06-01 2006: A Year of Transition at the Federal Reserve Yellen

2/24  06-02 Productivity Growth: Causes and Consequences, Conference Summary Wilson

3/3 06-03 Postal Savings in Japan and Mortgage Markets in the U.S. Cargill/Scott
3/10  06-04 External Imbalances and Adjustment in the Pacific Basin Glick/Spiegel
3/17  06-05 Enhancing Fed Credibility Yellen

4/07  06-06 What Is the Federal Reserve Banks” Imputed Cost of Equity Capital? ~ Barnes/Lopez
4/14  06-07 Security Analysts and Regulatory Reform Marquez

4/21  06-08 Job Matching: Evidence from the Beveridge Curve Valletta/Hodges
4/28  06-09 Prospects for the Economy Yellen

5/12  06-10 Bank Diversification, Economic Diversification? Strahan

5/19  06-11 Central Bank Capital, Financial Strength, and the Bank of Japan Cargill

6/2 06-12-13  Monetary Policy in a Global Environment Yellen

6/23  06-14 International Financial Integration and the Current Account Balance ~ Cavallo

6/30  06-15 Residential Investment over the Real Estate Cycle Krainer

7/7 06-16 A Monetary Policymaker’s Passage to India Yellen

7/21  06-17 Labor Markets and the Macroeconomy: Conference Summary Dennis/Williams
7/28  06-18 Property Debt Burdens Doms/Motika
8/4 06-19 Performance Divergence of Large and Small Credit Unions Wilcox

8/11  06-20 Would an Inflation Target Help Anchor U.S. Inflation Expectations? Swanson

8/25  06-21 New Uses for New Macro Derivatives Wolfers

Opinions expressed in the Economic Letter do not necessarily reflect the views of the management of the Federal Reserve Bank
of San Francisco or of the Board of Governors of the Federal Reserve System. This publication is edited by Judith Goft, with
the assistance of Anita Todd. Permission to reprint portions of articles or whole articles must be obtained in writing. Permission
to photocopy is unrestricted. Please send editorial comments and requests for subscriptions, back copies, address changes, and
reprint permission to: Public Information Department, Federal Reserve Bank of San Francisco, PO. Box 7702, San Francisco, CA
94120, phone (415) 974-2163, fax (415) 974-3341, e-mail sf.pubs@sf.frb.org. The Economic Letter and other publications
and information are available on our website, http://www.frbsf.org.



