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Exchange rate or inflation targeting in monetary policy?

In the new environment of free capital flows, questions have arisen about the suitability of a fixed
exchange rate as the nominal anchor of monetary policy. In recent years, various countries have
increasingly been adopting “stricter” fixed exchange rate regimes or more flexible exchange rate poli-
cies. Consequently, it has been asked what could replace a fixed exchange rate as the anchor of mone-
tary policy. The setting of formal inflation targets for monetary policy has been increasingly advocated
by economists and central bankers and a large number of countries have adopted such a regime in
recent years. The following article is a general discussion of this development and also presents the
guestion as to whether such a policy might be suitable for Iceland.

1. The choice between a fixed or floating This development has prompted economists and
exchange rate governments in many parts of the world to consider
the need for an exit strategy, if the fixed exchange
1.1. Exchange rate policy in an environment of freerate policy runs into difficultie$.Experience shows
capital flows that the path from a fixed exchange rate policy to a
Following the currency crisis in South-East Asia anghore flexible one can be fraught with problems.
Mexico and the decision by 11 European states fgichengreen (1999) found, for example, that in 23 of
adopt a single currency, economists have increasing® cases which he examined where countries aban-
ly been pondering the most suitable monetary ardbned fixed exchange rate regimes in favour of more
exchange rate policy. There appears to be growirlgxible ones, the change was accompanied by a
support for the notion that countries are increasingfjnancial crisis. There appears to be a tendency to
being forced to choose between either a “strict” expack down too late from a fixed exchange rate, and
change rate policy, involving the adoption of anothethen only when the financial market forces the gov-
currency or a currency board, or a much more flexernment to change tack.
ble regime using a different nominal anchor for mon-
etary policy. This is the theory of the vanishing interd.2. Pros and cons of a fixed exchange rate
mediate regime (see, for example, Mishkin, 1999 arldefore continuing, it is worth recalling the main pros
Eichengreen, 1999). The main explanation for thignd cons of a fixed exchange rate. Firstly, a fixed
development is liberalization of international finan-exchange rate reduces transaction costs and
cial transactions and the huge increase in their vadxchange rate uncertainty in international trade.
ume which followed. Such an environment, whereby
large amounts of capital can flow into a country an _ _ _
back out jUSt as quickly, can make it very difficult t02. :cgl(;radrlng;(;sachengre(intﬁlggi) sucth astratggylneeda, flritly,bto rela)cli
ge abou e alternative nominal anchor to be used.
maintain a stable exchange rate and could jeopardi  Secondly, a clear plan is needed for gradually increasing exchange rate

: f A ; : flexibility, for example by widening currency bands in phases. Timing
financial Stablllty' as will be discussed later. of reforms is also crucial. Policy changes should be avoided when a
currency is weakening and under pressure. Poland, Israel and Chile are
1. The author is division chief at the Economics Department of the Centri  examples of a successful changeover from a fixed exchange rate regime

Bank of Iceland. This article is a condensed version of two reports o to a more flexible one. However, it has been more common for coun-
exchange rate regimes and formal inflation targets. The author woul tries to maintain a fixed exchange rate regime for too long and suffer by
like to thank Arnér Sighvatsson, Ingimundur Fridriksson and Mar  it, for example the South-East Asian countries and Mexico in recent
Gudmundsson for useful suggestions. years, and Brazil early last year.
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Levelling out currency fluctuations reduces uncerpolicy. Fixing the exchange rate can prevent such
tainty and thereby stimulates trade. However, it i;mformation from being relayed to the monetary
probable that the impact of such costs can be reducagthorities. Even though a fixed exchange rate is an
by enhanced methods for minimizing currencyeasy target to monitor, it results in a less transparent
risks3 Secondly, a fixed exchange rate can serve @olicy. This is less of a problem if the exchange rate
the anchor of monetary policy and increase its tranis allowed to fluctuate within a specific band, as is
parency. It can also serve as a suitable mechanism fmne in Iceland. Finally, a fixed exchange rate policy
bringing down inflation, as has been the case ican increase the likelihood of a financial crisis if the
Iceland. Thus, if the fixed exchange rate policy itselbulk of domestic liabilities are of short duration or
is credible, it is possible to benefit from the credibilare denominated in foreign currency, as is common
ity of the area against which the currency is peggeainong countries with underdeveloped financial mar-
to bring inflation down to a comparable level to thakets or a history of high inflation. Under such condi-
pertaining there. Thirdly, an imperfect foreigntions, debtors’ balance sheets can suffer major
exchange market can cause instability in the econshocks when the domestic currency is devalued, if
my. Studies suggest that foreign exchange markdtseir income is mainly in domestic currency and
are often characterized by herd behaviour and thatuaindexed. Bankruptcies and defaults with the bank-
currency’s exchange rate does not always reflect tieg system could result, sparking a financial crisis
economic fundamentals it is supposed to. Fixetthrough the collapse of the financial system’s inter-
exchange rates, which rule out internal fluctuationsiediating function. A serious economic crisis often
among participating currencies, reduce such behafollows > Likewise, fixed exchange rate regimes can
iour and could have a beneficial impact on the ecomdso encourage greater capital inflows since a stable
omy. currency reduces the risks faced by foreign investors.
However, a fixed exchange rate policy has variSuch an inflow can lead to overheating of the domes-
ous disadvantages too. Firstly, it deprives the centrti¢ economy, especially when coupled with new-
bank of its ability to use monetary policy to respondound liberalization and privatization in the domestic
to domestic idiosyncratic shocksLikewise, eco- financial market, which in turn can produce loan
nomic shocks in the country against which the cutesses with severe consequences for balance sheets
rency is pegged will inevitably be reflected inwithin the financial system.
domestic interest rates. In the event of misalignment
in business cycles, this can lead to problemd.3. The optimal currency area
Secondly, countries with fixed exchange rate regimes decision about a future currency regime should
become prone to speculation against their currenciggeferably be based on an assessment of the respec-
If the fixed exchange rate policy lacks credibilitytive costs and gains from a fixed or a stable exchange
there is a risk that investors will seek to rid themrate. It was the recent Nobel laureate Robert Mundell
selves of that currency, forcing the central bank tL961) who first systematically stated the conditions
buy it back on a large scale in order to defend the p#lgat make a fixed exchange rate or monetary union a
with rising domestic interest rates. This can provenore attractive option than a flexible exchange rate.
very expensive and trigger a domestic crisis. Thirdlirstly, there has to be a sufficient level of external
a fixed exchange rate policy can reduce the flow dgfade for the gain from pegging the exchange rate of
information. A currency’s exchange rate containshe currency to another to make a difference. In addi-
important information about the country’s monetaryion, since import prices weigh more heavily in
position and the credibility of domestic monetarydomestic prices of a relatively open economy than in
a closed one, a fixed exchange rate provides an

3. This cost must not be underestimated. For example, the provinces
Canada' condugt considerably more trade among themselyes than W5 The experience of Mexico and several South-East Asian countries is a
their neighbouring US states, despite the IongerdlsFances mvolveq. S (lear example of such a sequence of events. Although a flexible
McCallum (1995). The most probable explanation is the use of differ exchange rate could in itself cause a similar effect, the probability is

ent currencies in Canada and the USA. smaller. Speculative attacks on a fixed exchange rate regime generally
4. For developing countries or countries with a history of poor monetar  cause a a large and discontinous fall in the currency which occurs much
management, however, this can be an advantage. more rapidly than with a more flexible one.

MONETARY BULLETIN 2000/1 37



anchor for an important part of domestic prices anillonetary policy in Iceland has reflected this need
contributes towards tailoring inflation expectationaith frequent devaluations in the past and, in recent
to those in the region against which the currency igears, with relatively broad bands in which the cur-
pegged. Secondly, the domestic business cycle needacy can fluctuate. The regime has therefore allow-
to be reasonably synchronized with that of the regioed considerable exchange rate flexibility, despite the
against which the currency is pegged. Asymmetry afeclared monetary policy target of a stable exchange
domestic and foreign business cycles can lead tate.
more difficult adjustment with a fixed exchange rate
than with a more flexible one. However, wage flexi2. Foreign exchange regimes around the world —
bility or mobility of labour to and from the country ~ Changing perspectives
can enable the labour market rather than the
exchange rate to absorb the impact. Over the past twenty years there has been a reduction
Iceland does not fulfil these conditions (see Méin the number of countries using a fixed exchange
Gudmundsson, Thérarinn G. Pétursson and Arndate as the formal anchor of monetary policy. In 1979
Sighvatsson, 1999). Even though the Icelandic eco68% of IMF member states operated a formal fixed
omy is small, it is more closed than might be expecexchange rate policy, while their number had fallen
ed. In 1997, for example, the proportion of importso 36% in 1997. Including countries with limited
and exports to GDP was just under 72%, compardkxibility in their exchange rate arrangement, these
with an average of 70% among the industrial counrespective figures drop from 76% to 44% (IMF,
tries. A simple regression suggests that, given tl999). However, the formal regime only tells part of
size of the economy, this ratio ought to be in exced¢le story. Actual conduct of monetary policy may
of 90%. Moreover, Icelandic business cycles appeahange without being reflected in changes in the for-
to be almost completely out of step with those ofnal arrangement of monetary policy. Considering
other industrial countries. Only 5% of output growttthe number of countries employing a fixed exchange
can be explained by EU output growth and the correatede factoas the anchor of their monetary policies,
lation of domestic supply and demand shocks to sint-emerges that a fixed exchange rate in one form or
ilar ones in Europe is virtually nil. In addition, theanother is still the most important monetary policy
greater part of Icelandic business cycles aranchor in the world. Almost 60% of countries base
explained by real supply shocks, making a fixetheir policies on a fixed regime, even though only
exchange rate more difficult than would otherwise bé5% have a fixed exchange rate as a formal monetary
the case. Finally, the real wage flexibility which hagolicy target. Nonetheless, the number of countries
prevailed over the past decades has probably beemploying a fixed exchange rate has fallen. In 1991
sharply reduced by the deceleration in the inflatio@6% had a fixed exchange rate as their main mone-
rate. The experience of Iceland and other countri¢ary instrument, but this has now dropped to just
does not suggest that much downward flexibility otinder 60% (IMF, 1999 anbhternational Financial
nominal wages can be expected. Labour mobility tStatistics August 1999).
and from Iceland is also relatively low, although it Table 1 shows the foreign exchange regimes of
has increased somewhat in recent years. Thus, ihF members in 1999 in comparison with 1991. It
domestic labour market does not appear sufficientieveals the development in recent years whereby
flexible to assume the exchange rate’s role as tleuntries with a fixed exchange rate policy have
main instrument for adapting to shocks. opted for a “stricter” one by adopting a common cur-
It is clear, therefore, that Iceland’s economigency or that of another country, or by adopting a cur-
structure calls for a flexible exchange rate regimerency board, or conversely have allowed more flexi-
bility in the exchange rate of their own currencies.

6. However, this could change in the future, whereby closer cooperation
with the Euro countries, and even currency cooperation of some sort «
another, could induce greater trade between these regions, resulting7. The trend towards more flexibility in formulation of exchange rate pol-
closer correlation between their business cycles. Thus Iceland cou icy is also reflected in the extension of currency fluctuation bands by
fulfil the optimal currency area criteria with the Euro countries at a latei  many countries. Of the 40 countries that have used fluctuation bands at
date, even though it probably does not do so today. some time, 21 remain. Of the others, 8 have adopted more flexible
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tions. The number of countries that have removed
restrictions on international capital movements has
No. of Proportion  grown from 35% of IMF members in 1978 to 78% in
countries (%) 1997. An IMF survey (1999) suggests that greater
1991 1999 1991 1999 exchange rate flexibility has accompanied the re-
moval of capital restrictions in almost 90% of cases.

Table 1. The vanishing intermediate regime

Fixed exchange rate regime

(1) Currency UnioN........ccceeveeveeeieeeenns 14 31 9 17
(2) Currency board.........ccccccevveeniinnennn 8 14 5 8 . . .
(3) Pegged against one currency......... 21 17 14 9. |nﬂ_at|0n targeting — A new monetary policy
(4) Pegged against currency basket.... 30 13 20 7 optlon
(5) Fixed within target zone................ 7 6 5 3
Ot cevvvresssessssssssssssssssssmemnssnnnee 80 81 52 45 n light of the fact that Iceland’s economic structure
Managed floating calls for a flexible exchange rate regime, the idea has
(6) Defactoexchangeratetaret. 7 15 5 8 paap rajsed of whether a formal inflationary target
(7) Crawling peg. .....coocvviccee 133 8 2 ht be more suitable and could become the anchor
(8) Crawling band..........ccccoevvaee.n. 3 9 2 5 g e
(9) No pre-announced péth........... 8 26 5 14 Of monetary policy in the years to come, to ensure
TOAD e 31 53 20 29long-term price stability (see Mar Gudmundsson,
-~ . Thérarinn G. Pétursson and Arndr Sighvatsson, 1999).
(10) “Soft” fixed exchange rate policy . .
[= (3)+(8)+(5)] evvveerrrrrrreeseesereo 58 36 38 20 Another possible anchor of monetary policy
(11) “Strict” fixed exchange rate policy could be money supply, which many central banks
[E @AF@ e, 22 45 14 25 gdopted in the 1970s. Most of them, however, have
(12) Frequent intervention now abandoned such a policy, most recently the
O TLC)) FRS 23 27 15 15 Swiss Central Bank, which adopted inflation target-
(13) Infrequent intervention ing in December last year. The main reason that
()] 8 26 5 . .
countries have abandoned money supply as an inter-
(14) "Strict” fixed exchange rate policy mediate target in monetary policy is that innovations
e R s 2245 14 2544 the financial markets have made the relationship
(15) Intermediate regime [= (10)+(12)] 81 63 53 between mon | nd ori highl nstabl
(16) Infrequent intervention [= (9)]...... 8 26 14 etwee oney supply a prices highly uns €.

Money supply is not regarded as a reliable indicator

(17) Independent floatitfg............... 42 48 27 26 of monetary conditions in the short run, although

1. Formally no exchange rate objective, but the exchange rate remains : R : _
main anchor of monetary policy. 2. Exchange rate or bands regularly adjuéErSIStent growth In money supply IS always a for

ed according to predetermined rule. 3. Frequent government interventionmula for inflation.
the foreign exchange market to influence the rate of the domestic currency,

even though there is no statement of what the exchange rate target shoul bi. . - L . .
4. Exchange rate of domestic currency almost entirely determined in . Inflation targetlng. Deflnltlon, |mp|ementat|0n

market; government interventio_n rare a_nd_ then generally only in order gond experience
B e e oot "I recent years economists and central bankers have
1999. The classifications in (10)-(16), however, are the author's own.  Shown much greater interest in formal inflation tar-
geting as a new approach to monetary policy, ever
Thus the theory of the vanishing intermediary regimsince New Zealand became the first country to
appears to be justified. launch such a policy in February 1990. A dialogue on
As mentioned above, one of the main reasons féwrmal inflation targeting is also in full swing in

this development is likely to be the removal obther countries. These include South Africa,
restrictions on capital movements and the resultingungary, Poland and Brazil, and in the USA a hill
massive increase in international financial transa@dvocating such a reform has been proposed.

Before continuing, it should be explained what is

- _ meant by monetary policy with inflation targeting in
exchange rate policies and the 11 Euro countries have adopted a com-

mon currency. At some time, 35 of these countries have extended their

fluctuation bands or used bands which have been regularly adjusted.

The pattern appears to be for extending the bands (generally in phase®) The former Governor of the Central Bank of Canada, Gerald Bouey,
and this is commonly viewed as preceding a more or less floating cur- once said: “We didn’t abondon monetary aggregates, they abondoned
rency, with another monetary policy anchor adopted in its place. us”. Mishkin (1999).
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practice. The first chief characteristic of this arrangeexchange rate regime which failed when confidence
ment is that price stability is formally designated as it waned? In their search for a new nominal
the main objective of monetary policy, which clearlyanchor, they opted for formal inflationary targeting.
signals the monetary stance and the criteria f@anada, on the other hand, had tried to apply mone-
assessing central bank performance. Secondly, a deary targeting with little success. Innovations in the
laration is issued stating a numercial target for inflafinancial market had created an unstable relationship
tion within a specific horizon. Thirdly, the govern-between money supply and inflation, and Canada
ment chooses the target, either unilaterally or jointlgaw inflation targeting as more likely to achieve low
with the central bank which is granted instrumentahflation. Other countries such as Israel and Poland
independence to achieve the target. Finally, trankad achieved considerable success in bringing down
parency of monetary policy and flow of informationinflation and viewed inflation targeting as the most
from the central bank to the public and governmerieasible way to maintain that success. Last but not
are increased. At the same time, central bank aeast, economic research has shown that monetary
countability is often outlined in more detail. policy only affects nominal aggregates in the long

When monetary policy is based on an inflatiorrun, and that low inflation boosts efficiency and eco-
target, no formal intermediate target such as a fixetbmic growth. These facts have led to even greater
exchange rate or a specified growth in money suppigterest in using inflation targeting as the main
is used. However, given the key role that the centrahchor of monetary policy.
bank inflation forecast plays in a monetary policy This development is clearly reflected in the struc-
with inflation targeting, the forecast itself can beure of the ECB. Under the Maastricht Treaty, the
thought of as an intermediate target (see, for exampECB has complete freedom to use its instruments in
Svensson, 1999 and Berg, 1999). In practice, the prorder to achieve its stated price stability objective.
cedure isthatthe central bank makes an inflation foreAlthough money supply, together with an assessment
cast based on unchanged monetary policy. If the foref the price scenario, is the ECB’s main monetary
cast suggests that inflation (for example over the fopolicy reference, the ultimate target of monetary pol-
lowing two years) will move outside the target bandicy is an inflation rate in the range 0 to 2%. The ref-
the central bank is obliged to respond. The centrarence to money supply is a legacy from the Central
bank then decides on the mix of actions which it corBank of Germany which had long experience of tar-
siders most favourable for achieving its objectives. geting this. However, it can well be argued that the

The experience of countries which have adoptedentral Bank of Germany always maintained an
inflation targeting seems positive. They have marninflation target, if only an informal one, because of
aged to reduce the inflation rate and inflation expedts readiness to deviate from the declared money
tations, in excess of what could probably have beesupply target if it identified a risk of inflation exceed-
expected if no formal inflation target had been séhg acceptable limits.
(see Bernanke, Laubach, Mishkin and Posen, 1998).
Subsequently, these countries have also successfully3. Monetary policy frameworks with formal infla-
contained inflation despite upswings in theiition targeting
economies. The impact of unforeseen price shock$e implementation of monetary policy with formal
has also apparently been dampened. However, timflation targeting varies somewhat from one country
opportunity cost of a reduced inflation rate (in théo another. This section discusses the main factors
form of increased unemployment) has not been lowéhnat need to be borne in mind in implementation of
among countries with inflation targets than thos@flation targeting.
with other monetary regimes.

What measure of prices?

3.2. Which countries have formal inflation targets? In all the countries, the inflation target is based on the
Table 2 presents a summary of countries using infla-
tion targeting. These countries have adopted inflatic _ , o _
targeting for a variety of reasons. Some, such s 1 F1214 1 Soeln o muoduced ol o et fer e .
UK and Sweden, originally operated a fixed they have been members of the European Central Bank (ECB).
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Table 2. Countries with formal inflation targeting

Country Target reference Target band
(date of launch)

Australia (1993) CPI excluding vegetables and fruit, petrol, mortgage interest payments,2-3%
officially controlled prices and other highly volatile prices

Britain (1992) Retail price index excluding mortgage interest payments Lower limit
1-4% until 1997;
0-2v2% afterwards

Israel (1991) CPI, but underlying inflation is also allowed for in implementation of the8-11% to 1998;
policy 7-10% afterwards
Canada (1991) CPI excl. food, energy prices and direct impact of indirect taxes 1-3%

New Zealand (1990) CPI excl. indirect taxes and officially determined prices, major changes @2% to Nov. 1996;
the terms of trade, mortgage interest payments and impact of natural 0-3% afterwards

catastrophes
Switzerland (1999) CPI 0-2%
Sweden (1993) Formal policy based on CPI, but in effect based on underlying inflation 1-3%
since mid-1999
Czech Republic CPI excl. officially determined prices, impact of indirect taxes and subsi5%2-6%% in 1998;
(1997) dies 4-5% in 1999;

3%%-4%% in 2000

CPl is the consumer price index. All countries use annual inflation as a reference point except Australia, which usesvierfldtmbusiness cycle.
1. Also employs a fixed exchange rate regime within a +30% band.

Sources: Bernanke and Mishkin (1997), Bernanke, Laubach, Mishkin and Posen (1998) and central banks’ websites.

Consumer Price Index (CPI). The main advantage of the central bank. This includes categories such as
the CPl is that the index has a long history and is wetodstuffs and petrd® For all these reasons, these
known among the public. Furthermore, it is meastems are often excluded from the criteria used as ref-
ured monthly with little lag, and is never revised. erence points in inflation targetifg.

Many countries, however, have opted to use the
CPI after excluding various items, i.e. underlyingPrice level or inflation?
inflation. The reason is that the CPI includes variou& great deal of academic discussion has taken place
items that lie outside the sphere of monetary policgbout whether it is preferable to target monetary pol-
impact and are considered to have only a temporaigy towards the price level or inflation. The broad
impact on inflation. Among them are officially deter-conclusion has been that inflation targeting seems to
mined prices, indirect taxes and subsidies. Furtheentail more uncertainty in long-term price forecast-
more, the CPI includes various items on which moring than price level targeting does, which compli-
etary policy actions have an “opposite” short-terntates long-term planning by individuals and firms.
effect, such as mortgage interest payments. Anothidowever, price level targeting is apparently accom-
disadvantage in using the headline CPI is that shogianied by greater short-term fluctuations in inflation
term changes in various categories of goods whi@nd output. Another disadvantage is that price level
are frequently susceptible to supply shocks may reldsrgeting obliges the central bank to counter tempo-
misleading information about the general price trend

and thus generate unnecessary responses on the
11. If another reference than the CPI is used, it is crucial for the central
bank to explain to the public the reason for choosing it and its relation-
ship to the CPI. This is important in order to prevent public miscon-
10. A distinction is also often made between temporary fluctuations it ceptions that the index has been chosen to present central bank per-
these items, which do not call for counteraction, and permanent fluctt ~ formance in the most favourable light. Thus it is desirable for the index
ations to which a response may be needed. See, for example, Bernar  to be compiled not by the central bank itself, but by an independent
and Mishkin (1997) and Berg (1999). agency, such as Statistics Iceland in Iceland’s case.
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rary inflation by generating disinflation, which whenZealand have also opted to specify scenarios which
unforeseen can have a negative impact on the finaallow deviations from the set targets, increasing pol-
cial system. However, credible price level targetingcy flexibility even further. Such deviations may be
can reduce the risk of persistent disinflation, since r@sorted to in the event of major unforeseen setbacks
negative deviation from the price level target createsn the supply side, such as serious terms of trade
inflationary expectations to offset it. No academishocks or natural catastrophes.
consensus for either price level targeting or inflation
targeting has been established, but in practice alWfhat horizon should be used as a reference?
countries which now employ inflation targeting useGiven that it is neither desirable nor realistic for a
inflation rather than the price level as a reference. central bank to manage to keep inflation within set
limits all the time, the central bank needs to be given
What should the inflation target be? a specific time to respond if inflation exceeds them
Although all countries aim for price stability, thisor seems to be heading outside them. Such a decision
does not mean that they literally strive towardsieeds to take into account the expected lag between
achieving zero inflation. Maintaining complete pricemonetary action and its impact on inflation, i.e. the
stability is not considered a preferable aim for foulength of the transmission mechanism of monetary
different reasons. Firstly, the CPI overestimates repblicy. It has proved difficult to assess this time fac-
price rises, due to a substitution bias in the fixedor precisely, but most international studies suggest
weight index and systematic failure to account fothat the impact of monetary policy on prices through
the impact of quality changes. Research suggests tlagigregate demand has full impact after as much as
the CPI overestimates annual inflation by %2 to 2 pepne to two years. The direct impact of monetary pol-
centage points. Secondly, reductions in real wagé&sy on prices through the exchange rate, however, is
can only take place with price increases, since nonfelt much sooner.
nal wages show downward inertia. Very low or zero  On account of this uncertainty, flexibility is need-
inflation can therefore reduce labour market flexibiled in responding to deviations from the inflation tar-
ity. Thirdly, the economy is highly prone to a disin-get. If the central bank is made to bring inflation back
flation trap when inflation is virtually zero. Persistentinside the target range within a shorter period than it
disinflation can prompt a financial crisis and generds actually capable of, the result could be an unnec-
economic depression. Finally, a reduction in reassary contraction in production and growth in
interest rates can prove difficult to achieve undeunemployment.
negligible inflation, since it is impossible to bring  For these reasons, most countries have decided
nominal interest rates down to below zero. This magn a reference period from two and up to four years.
create problems in the event of a severe econoniitie extent of the flexibility that the central bank can
recession and even more so if it is coupled with allow itself is to a large extent determined by its cred-
financial crisis. ibility. If the bank enjoys confidence if can grant
In most cases, therefore, the inflation target is séself considerable scope without a loss of faith in the
at around 2%, except in countries which have begice stability target. If this is not the case, there is a
working their way out of higher inflation rates,risk that the public will begin to doubt whether price
where the target has been lowered in phases. Also,stability is in fact the main target of monetary policy.
all cases the inflation target is stated as a range. The
target range reflects the fact that monetary policyransparency of policy and central bank accounta-
measures do not exert complete control over infldsility
tion. Another advantage of a target range is that Economists and central bankers are increasingly sub-
grants a certain degree of flexibility in monetary polscribing to the view that transparency is an important
icy, as discussed below. In addition, it imposes ngirecondition for successful implementation of mone-
only an inflationary ceiling but also a floor, whichtary policy. Transparency is a precondition for enab-
gives the opportunity to respond to both negative arithg the public and government to assess the central
positive shocks in aggregate demand (see Bernanank’s actions and the results they have achieved,
and Mishkin, 1997). Some countries such as Newhich reduces uncertainty in decision-making
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among individuals and corporations. A transpareri$ not jeopardized. This need not necessarily be at the
monetary policy imposes restraint on central bankexpense of the bank’s credibility in countering infla-
and makes it more difficult for them to deviate fromtion, if it can manage to give a clear and credible
set targets, since such behaviour would have a magplanation of what is being done.
rapid and more serious impact on its credibility. Thus Greater scope for responding to specific domestic
monetary policy transparency increases the probabdenditions is particularly important for Iceland,
ity that the central bank will be made accountable fovhere domestic economic fluctuations are more or
its actions, which in turn increases the likelihood ofess out of synchronization with international ones.
successful monetary policy implementation. Under such circumstances, a strict fixed exchange
Greater transparency of monetary policy and arate policy may result in a pro-cyclical stance instead
emphasis on central bank accountability for it®f a counter-cyclical one.
actions are key points in implementation of formal
inflation targeting. Some countries have made thBoes the central bank need to have complete control
minutes from central bank strategic planning meetver inflation?
ings public and set legal obligations on the centrdlhe main academic criticism of formal inflation tar-
bank to give a public explanation of why the inflatiorgeting has been the fact that, unlike for example the
target has not been achieved, stating what it identifiexchange rate or narrow money, central banks have
as the cause of the deviations, whether these are tancomplete control over inflation. It is pointed out
porary in nature, and which of them the bank regardbat other factors beyond the control of the central
as important in determining its monetary stance. bank, such as the fiscal stance and labour market
As in so many other respects, New Zealand hasnditions, can have short-term effects on inflation,
gone a step further than other countries. Its originahaking it difficult for the central bank to keep infla-
review of reserve bank legislation assumed that th®n within the target range.
governor’s nominal salary would be directly linked It is obviously correct that the less controllable
to the rate of inflation and would be lowered if theand predictable the inflation rate, the less effective
target was not met. This idea was abandoned at timélation targeting becomes. However, it should be
last minute, however, and the present New Zealamebted that similar problems arise in practice with
reserve bank legislation includes authorization foother types of nominal anchors, such as a currency
dismissing the governor if inflation exceeds the tampeg or a monetary target. It is of little use to have per-
get range. This provision was put to the test in 199%ct control over narrow money if the relationship
when inflation exceeded the range for a short whildgetween narrow money and inflation is very unsta-
but after a parliamentary debate it was decided thate, as experience indicates. The problem of main-
the governor would remain in his post (Mishkin andaining a fixed exchange rate in an environment

Eakins, 1998). of free capital movements has been documented
above.
Do other economic goals matter? In addition, research has shown that when the

Despite the fact that formal inflation targeting specifinal goal of monetary policy is inflation, the best
fies price stability as the priority of monetary policy,possible intermediate target is the central bank’s
this policy is sufficiently flexible to enable the cen-inflation forecast. In this case the bank uses all the
tral bank to take into account the development oklevant information for conducting policy. Using
other economic aggregatess long as these do not money or a currency peg as the intermediate target is
pose a risk to price stability only efficient if the target variable contains all the
Thus it is completely consistent with inflation tar-information relevant for forecasting inflation. In this
geting for the central bank to concern itself with ecoextreme case the intermediate target simply becomes
nomic growth and financial stability. The inflationthe inflation forecast (see Svensson, 1999).
target range, a reduced response to the impact of sup-As inflation is also determined by other factors
ply shocks on inflation, and specified allowed excepthan the exchange rate and money growth, a formal
tions enable the central bank to respond to genuinglation target with the inflation forecast as an inter-
economic setbacks if it considers that price stabilitynediate target is the optimal procedure for conduct-
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ing monetary policy from a strictly operational pointcidence that countries whose central banks were pre-
of view. Other intermediate targets do not lead to betiously relatively unindependent have made radical
ter results, despite the fact that the central bank hesforms to their central bank legislation and
imperfect control over inflation in the short run. increased their independence considerably. These
include New Zealand, the UK, Sweden, Canada,
3.4. Preconditions for adopting inflation targeting inAustralia and all the European countries which are
Iceland currently members of the ECB, which is modelled on
In order for a policy of formal inflation targeting to the German Central Bank, formerly considered the
succeed, reasonably efficient financial markets needost independent central bank in the world. Similar
to be at hand, so that central bank actions are activdevelopments have occured in South-America and
ly relayed through the financial system and out int&astern Europe.
the economy. Such markets are in place in Iceland
today, although they often seem to lack sufficienBibliography
depth. However, given the rapid pace of advanceslesina, A. and L. Summers (1993), “Central Bank Independence
there do not appear to be any grounds for fearing thagtd Macroeconomic Performance: Some Comparative Evidence”,

underdeveloped financial markets would prevent thi¥U™a! of Money, Credit and Banking, 25, 153-162. _
erg, C. (1999), “Inflation Forecast Targeting: The Swedish

. - - L B
adoption of formgl .mﬂatl(_)n target!ng in Iceland. ByExperience”, unpublished manuscript, Swedish Central Bank
the same token, it is desirable to increase knowled@eonomics Division.

about the transmission mechanism of monetary polernanke, B. S. and F. S. Mishkin (1997), “Inflation Targeting: A

cy, and since a monetary policy based on inflatioNew Framework for Monetary Policy?”, Journal of Economic

targeting is inherently forward-looking, dynamic”erspectives, 11, 97-116.

; ; ; (e : ernanke, B. S., T. Laubach, F. S. Mishkin and A. S. Posen
forecastlng is needed in order to predlct inflation angggs), Inflation Targeting: Lessons from the International

other key aggregates which the Bank regards g§perience, Princeton: Princeton University Press.

important in countering inflatiof? Blinder, A. S. (1996), “Central Banking in a Democracy”, Federal
Finally, a legal foundation is needed to increasBeserve Bank of Richmond Economic Quarterly, 82, 1-14.

the Central Bank’s independence in implementingichengreen, B. (1999), “Kicking the Habit: Moving from Pegged
monetary policy so as to give participants in th?ates to Greater Exchange Rate Flexibility”, Economic Journal,

. . . ... 109, C1-14.
financial, commodity and labour markets faith in its p— o ) )

K t ds the inflation target. Thus tthdmun_dur_ Gudmundsson (1990), “Tolfreedikonnun & verdbdlgu
scope to work towards get. £ islandi arin 1962-1989”, Fjarmalatidindi, 37, 43-53. (Statiscal

Bank would be given full freedom to use its instruAnalysis of Inflation in Iceland 1962-1989).

ments in order to achieve the inflation target. In factMrF (1999), “Exchange Rate Arrangements and Currency

many arguments and international experience sugenvertibility - Developments and Issues”, World Economic and
i - é'nancial Surveys, 1999.

gest that a central bank which is independent in th

L . ar Gudmundsson (1999), “Hlutverk og skipulag nutimasedla-
sense performs better in |mplementlng monetary po%Ianka”, Visbending, 29. t6lublad, 17. argangur. (The role and

icy.r3 Such a reform need not contradict the spirit ofrganization of modern central banks).
democratic tradition, since the central bank is subar Gudmundsson, Thérarinn G. Pétursson and Arnér
jected to closer supervision and restraint at the sarfighvatsson (1999), “Optimal Exchange Rate Policy: The Case of

time as it is made accountable for its actions and [g&/and", forthcoming in Macroeconomic Policy: Small Open
conomies in an Era of Global Integration, eds. Mar

obliged to give the public and the government cleaydmundsson, Tryggvi Th. Herbertsson and Gylfi Zoéga.
explanations of them. Seen in this light, it is no coinReykjavik: University of Iceland.

McCallum, J. (1995), “National Borders Matter: Canada-US
Regional Trade Patterns”, American Economic Review, 85, 615-

12. Icelandic studies of the transmission mechanism include those b’§3
Thoérarinn G. Pétursson (1999) on the impact of Central Bank intereg{lishkin, F. S. (1999), “International Experience with Different

rate changes on the financial system and studies by GUde”dMOnetary Policy Regimes”, Journal of Monetary Economics, 43,
Gudmundsson (1990) and Thoérarinn G. Pétursson (1998) on the impagtg_go5.

of exchange rate, import prices and wages on prices. The Central Bank_ . . . .
has years of experience in inflation forecasting, with quite good resulté\ﬂ'shk'r_‘v F. S. and S. _G- Eakins (1998), Financial Markets and
Continuous review is necessary, however, and is in full swing. Institutions, 2. ed. Addison-Wesley.

13. These arguments can be found in articles by Mar Gudmundsson ug%ndell, R. (1961), “A Theory of Optimum Currency Areas”,
and Blinders (1996). An example of empirical studies is the article bya merican Economic Review, 51, 657-65.
Alesina and Summers (1993).
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