Assessing Inflation Targeting’

The Context

Over the past three and a half decades since the formal adoption of inflation targeting
(IT), it has proliferated across continents, regardless of the position of host jurisdictions
in the developmental ladder. By the turn of this century, it has been increasingly
embraced by emerging market economies (EMEs) so much so that they now
outnumber advanced economies (AEs) as practitioners. A unique feature of IT is its
operationalisation even before the development of a formal theory?. The journey of IT
has been tumultuous, navigating as it has the Great Moderation and ‘once in a century’
shocks such as the global financial crisis (GFC), the COVID-19 pandemic, and
persisting geopolitical conflicts that have had a direct bearing on both inflation’s
evolution and on financial conditions. Yet, there is no evidence of any major country
abandoning it3. On the other hand, central banks have drawn lessons from these
humungous challenges and innovated and refined their policy frameworks. The
endogenous evolution of IT has rendered it the longest surviving monetary policy

framework in modern times.

Three pillars of the framework — flexibility; transparency and, therefore,
accountability; and credibility — have enabled IT to stand the test of time. Empirical

evidence suggests that the post-pandemic price shocks have actually had relatively
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short-lived effects in comparison with the persistence of the price shocks of the 1970s
on the wider acceptance that monetary policy will do whatever it takes*. The
effectiveness of inflation targeting is also found to be underpinned by its institutional
quality,® reinforcing pre-pandemic evidence pointing to IT being a better absorber of
shocks than other regimes.® The taming of the post-pandemic surge in inflation down
to its last lap provides further validation of the framework. Everywhere, long-term

inflation expectations remain broadly anchored? in spite of heightened uncertainty.®
Il. What the Reviews Revealed

Unlike other monetary policy regimes, periodic reviews have been an integral part of
the IT framework, and have, in fact, been hard coded into legislative mandates. While
there have been notable operational similarities in target setting, policy communication
and performance assessment within subtle adaptations to country specific
requirements, there is variation in the way IT frameworks are reviewed.® The latest
reviews of IT frameworks in several countries provide interesting insights about the

future of IT.

The key motivations for these framework reviews were (i) the decline in the neutral

interest rate and the higher risk of hitting the zero lower bound; (ii) the lowering of
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inflation expectations which further constrained policy space; and (iii) the flattening of

the Phillips Curve giving recoveries ‘more room to run’.'°

Overall, the reviews have reaffirmed faith in the broad framework of IT, but with some
refinements. Common outcomes include (i) specification of the target range in terms
of headline inflation with a focus on mid-points; (ii) re-emphasising accountability
criteria for meeting the target over a period rather than at every point in time; (iii)
specifying the periodicity of reviews; and (iv) assessing other measures of inflation -

including core - for policy deliberations but not for specifying the target.

Distinctive outcomes include (i) the US Federal Open Market Committee (FOMC)
defining the target in terms of average inflation of 2 per cent over time; (ii) the ECB
changing the target from "below but close to 2 per cent" to “ 2 per cent” as a reference
point to ensure that the medium-term inflation rate neither exceeded nor remained
below this symmetric threshold'; (iii) New Zealand including maximum sustainable
employment as an additional objective effective from 2019 but reverting to solely
targeting price stability in December 2023; (iv) Japan exiting its negative interest rate
policy and discontinuing quantitative and qualitative monetary easing (QQE) along
with yield curve control (YCC) in March 2024'2; and (vi) Thailand, Brazil and Indonesia

lowering targets/target ranges.

What the reviews did not reveal is also interesting because of more recent

developments. For instance, even while formal IT frameworks enabled central banks
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to forcefully respond to both high and low inflation, there is no clear assessment of the
manner and extent to which financial stability considerations should be accounted for
in the pursuit of price stability. In the event, the excesses of ‘too low for too long’ and
also of ‘higher for longer’ have been exposed and the absence of a settled position
makes policy responses vulnerable to banking crises of the March 2023 type, the
unwinding of carry trade as in August 2024 and recession fears on a single data
release on September 3, 2024 which left data dependent IT practising central banks
awash in an ocean of uncertainty due to sudden large revisions in market
expectations. Second, the reviews are silent on the effects of putting central bank
balance sheets on the line in the conduct of unconventional monetary policy.
Consequently, the difficulties encountered in too prolonged a normalisation and in the
incurring of financial losses by central banks will stare at the credibility of the
independent conduct of IT-based monetary policy. Third, communication — a much
feted aspect of IT — has run into asymmetry complications underneath the radar of the
reviews. What seemed fashionable and comforting in the context of easing monetary

policy appears confusing and even blasé on the way up.
lll. Innovations

The post-pandemic experience has been similar in some respects across inflation
targeting AEs and EMEs. The fight against the deep contraction and financial stability
risks brought on by the pandemic triggered unprecedentedly forceful responses from
both. Interest rates were taken down to historical lows. Balance sheets of central
banks were expanded to distended dimensions; and communication was reimagined
in an effort to restore petrified confidence. Likewise, the global outbreak of inflation
following the war in Ukraine drew forth from both among the most aggressive

tightening of monetary policy in the history of each once it was realised that the inflation



was pernicious and there to stay. The mornings after were, however, somewhat
different - while AEs faced banking and sovereign debt problems, EMEs had to deal
with spillovers from AEs and wild swings in financial asset prices, especially exchange
rates. These discrete experiences have brought forth innovations in the practice of

inflation targeting that have been conditioned by distinct and different realities.

In the case of AEs, an attractive innovation is the concept of averaging inflation targets
propounded by the US Fed. Scarred by the severe constriction of policy space at the
zero interest rate bound or going even lower, its new make-up strategy allows the Fed
to let inflation run moderately above target following a period when it has persistently
fallen below the target. The promise of higher inflation in the future lowers real interest
rates even when the policy rate is pinned at zero, thus boosting output and inflation

today.

In the case of EMEs, the adoption of IT has undoubtedly strengthened their monetary
policy frameworks as evident in the greater external and financial stability they now
enjoy than in past decades in spite of amplified spillovers from AEs and larger
destabilising effects. This bonus has largely accrued from following assignment rules
committing monetary policy to price stability, while dealing with capital flows and
exchange rate volatility with foreign exchange (FX) interventions and macro prudential
measures. FX Interventions, supported by accumulation of foreign exchange reserves,
have squelched volatility by leaning against the tsunamis unleashed by AE monetary
policies. In a world in which a global financial safety net is non-existent or inadequate,
spillovers are global but financial stability is national. In this environment, the benefits
of this risk minimisation strategy overwhelmingly outweigh costs of holding large

reserves.



Macro prudential policies are designed to address side effects and fallouts that slip
through the cracks of FX interventions. If they are not fully sterilised, fluctuations in
capital flows and exchange rates can cause overheated credit expansions, rising
leverage and amplified financial cycles. Macro prudential measures temper the build-
up of these financial imbalances, enhance resilience in the face of rising stress,

dampen oscillations of financial cycles and reduce the likelihood of financial crises.

Both FX interventions and macro prudential policies are intended as complementary
tools that expand the room for manoeuvre for inflation targeting monetary policy. The
experience of EMEs illustrates how forex interventions and the deployment of
macroprudential tools can help improve the trade-off between price and financial
stability’3. In the context of AE and EME inflation targeters, therefore, different strokes

for different folks.
IV. IT — The Indian Experience

India was a relatively late entrant to the IT club™; this enabled cherry picking the best
of country experiences. India’s flexible inflation targeting (FIT) framework is centred
around an inflation target set at 4 per cent with a tolerance band of +/— 2 per cent
around it. The target is medium-term in nature, initially set for a five-year period (2016-
21) and renewed by the government for another five years (2021-26). The ‘F’ in India’s
FIT consists of (i) a mandate that accords primacy to price stability while being
cognisant of growth; (ii) an inflation target defined in averages rather than as a point;
(iif) achievement of the target over a period of time rather than continuously; (iv) a

tolerance band to accommodate measurement issues, forecast errors and supply
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shocks; and (v) failure to achieve the target being defined as three consecutive
quarters of deviation of inflation from the tolerance band, rather than every deviation

from the target's.

During the pre-pandemic period upto end-2019, inflation was low and stable,
averaging around 4 per cent. With the outbreak of the pandemic and associated
lockdowns, inflation breached the upper tolerance band in many months during 2020—
21 and 2021-22. Following the Russia-Ukraine conflict, inflation again veered away
from its target under the impact of multiple and overlapping food and energy shocks.
By April 2022, it reached a peak of 7.8 per cent. The monetary policy response was
front-loaded with a cumulative hike of 250 bps during May 2022-February 2023. In
July and August 2024, inflation has fallen below the target. It is projected to average

4.5 per cent in 2024-25 before aligning with the target on a durable basis in 2025-26.

The Indian experience is unique in view of the incidence of repetitive shocks to food
and fuel prices, which challenged the conduct of monetary policy. In India, price
stability is a shared responsibility under which the government sets the target, and the
central bank achieves it. This allows monetary-fiscal coordination without posing risks
to financial stability, fiscal consolidation or growth'® - perhaps a template for countries

vulnerable to inflationary pressures emanating from supply shocks.
V. New Vistas

In the years ahead, the conduct of IT-based monetary policy may face even greater

challenges. Central banks face an existential threat to their central mandates from
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climate change through supply shocks such as food and energy shortages and
through a decline in productive capacity which can translate to inflation volatility.
Demand shocks can also arise due to the loss of wealth of firms and households on
account of frequent natural disasters. Physical and transition risks can affect the
balance sheets of financial institutions and banks, limiting the flow of credit to the real
economy. Climate induced uncertainty can make households save more for
precautionary purposes, bringing down the real equilibrium interest rate. There are
also several channels through which climate change can affect monetary
transmission. For instance, depreciation pressures on currencies of countries
frequently affected by climate disasters can cause financial instability, higher import
costs as well as negative terms of trade all of which have implications for the mandate
of inflation targeting central banks. Already, several central banks, including the RBI,
have started taking steps to put in place guardrails, including incentives for bank
lending for green energy sources; measuring and managing climate-related risks,
including through stress testing; developing appropriate ecosystems for green bonds,
collateral policies and green deposits; funds-supplying operations to support financing
for climate change responses; and differentiated reserve requirements. The
consensus is hence coalescing to the position that central banks are uniquely placed
to address climate change. The challenge is to incorporate it into inflation targeting

frameworks.

Innovations in payment systems, fintech, and central bank digital currencies can also
change the nature of policy trade-offs facing IT in the future.'” Digitalisation can

directly lower inflation rates through a decline in the prices of information and

7 Allen, F., Kim, J. H. and Walther, A. (2024). Inflation Targeting and Financial Stability. Paper
presented at the conference on “The Quest for Nominal Stability: Lessons from Three Decades with
Inflation Targeting” held at the Sveriges Riksbank, May 23-24.

8



communication technology (ICT)-related goods. Digital technologies can also
influence inflation indirectly through changes in firms’ price-setting behaviour and
market dynamics, with competition enabled by e-commerce. Dynamic pricing of goods
and services becomes possible, making prices more responsive to economic changes
by reducing menu costs, improving access to information and enhancing price update
flexibility'®. By reducing price stickiness, these developments can potentially make the
Phillips curve steeper, enhancing the efficacy of monetary policy in securing price
stability'®. On the other hand, algorithmic pricing strategies in the digital realm may
result in prices settling above competitive levels. Additionally, the large initial
investment in digital technologies, coupled with lower scaling costs, can lead to a
higher level of market concentration, higher mark-ups and profit margins, and

consequent inflation pressures.

Digitalisation can improve access to financial services and enhance financial inclusion,
thereby improving the transmission of interest rate-based monetary policy?°. Financial
digitalisation tends to amplify the effects of monetary policy by loosening credit

constraints. On the other hand, monetary policy transmission could be dampened if
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digitalisation leads to shifting of credit supply from banks to less-regulated/unregulated

nonbanks?' or by offsetting reductions in bank deposits.??
To conclude,

While formulating monetary policy, it is considered good housekeeping to evaluate the
balance of risks. From this perspective, IT policy frameworks of the future need to be
more robust, realistic and nimble, while exploiting synergies with prudential, fiscal and
structural policies?? and leveraging on technological transformations. Adaptability and
flexibility built into the framework would ensure that the central bank would be able to
nudge the economy towards desirable societal outcomes. The so-called Darwinian
principle of ‘Natural Selection’ is not Darwinian at all. It is actually attributable to
Herbert Spencer. In my view, Herbert Spencer best describes the future of IT — the

survival of the fittest.

Thank you
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