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Introduction

John Simon

Twenty-five years ago the Governor of the Reserve Bank of Australia (RBA), Bernie Fraser,
gave a speech declaring that ‘My own view is that if the rate of inflation in underlying terms
could be held to an average of 2 to 3 per cent over a period of years, that would be a good
outcome’ (Fraser 1993, p 2). While this did not mark the formal adoption of inflation targeting
in Australia — that would take a few more years - it is as good a point as any to mark the
de facto beginning of inflation targeting in Australia.

In the 25 years since, many things have changed. Where recession, high inflation and high
unemployment were once common, there has not been a recession in Australia since the
start of inflation targeting, inflation has fallen from around 8 per cent to an average of 2-3 per
centand unemployment has fallen from over 10 per cent to average closer to 5 per cent. But,
despite these significant macroeconomic improvements, the global financial crisis (GFC) has
challenged the practice of central banking.

Around the world, questions are being asked about whether the flexible inflation-targeting
framework used by many central banks is the most appropriate framework given the
experience of the crisis. Thus, it is a good time to consider whether the inflation-targeting
framework that has served Australia so well over the past 25 years is well adapted to the
next 25 years.

Reflecting this context, the title of this conference, ‘Central Bank Frameworks: Evolution or
Revolution?, implicitly asks whether the current framework needs to change and, if so, how
dramatically. However, while many people think about evolution as a slow process that
proceeds gradually and revolution as one that proceeds quickly, the rate of evolutionary
change is not necessarily always constant or slow. Within the field of evolutionary biology
there are two broad characterisations of the process of evolution: phyletic gradualism,
which is most similar to the popular view of evolution as a slow and gradual process, and
punctuated equilibria that emphasises the alternation of periods of rapid change with long
periods of stasis. The distinction with revolution is not so much the speed of change as the
fact that what emerges from evolution is still recognisably similar, while revolution leads to
something distinctly different from that which went before.

When thinking about the practice of central banking it seems, at a distance at least, to be
characterised by both revolution and punctuated equilibria. There are typically long periods
of stability interspersed with relatively rapid change. For example, the gold standard and
Bretton Woods systems prevailed for long periods of time before being replaced by very
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different arrangements. Furthermore, just as evolutionary change is a response to external
pressures, so we can also think about the evolution of central bank frameworks. The external
pressures on central banking have ebbed and flowed over the years. When those pressures
are large, such as around the late 1960s and early 1970s, the frameworks have evolved rapidly.
When those pressures are more benign, such as during the Great Moderation, evolution has
been slower.

A question this conference is particularly focused on is whether the pressures on inflation
targeting over recent years are such that rapid evolution of, or even a revolution in, the
monetary policy framework is necessary or whether the current framework is well adapted
to the current post-GFC environment.

To answer these questions, the conference was organised in three sections. The first looked
at the experiences of New Zealand, Canada and Australia. An important focus of this section
was how the various regimes had evolved over the course of the twenty-something years
they had been in operation. By understanding what has happened so far, we should be
better placed to think about the way things might change in the future. The second section
looked at changes in financial markets and the macroeconomy since the introduction of
inflation targeting in Australia. By establishing what changes have occurred in the economy,
it also provides pointers to ways the inflation-targeting regime might have to adapt. The
third section then considered alternatives to the current arrangements. If the framework was
going to change, how should it change? The conference concluded with a panel discussion
that synthesised the various papers and reflected on what had been learnt over the course
of the two days.

The three papers in the first session, looking at the experiences of New Zealand, Canada
and Australia, highlight both how inflation targeting has evolved since it was first adopted
by New Zealand in 1990 and the differences between the three inflation-targeting regimes.
Inflation targeting is not an unchanging framework exactly replicated across countries,
but rather a framework that has been adapted to the various country-specific institutional
environments it has been used in. An example, perhaps, of niche evolution. For example,
while initial formulations of inflation targeting were relatively strict, the dominant form today
is ‘flexible inflation targeting’ that places greater emphasis on unemployment or output
stabilisation.

The paper on New Zealand by John McDermott and Rebecca Williams highlights that
New Zealand's initial choice of a relatively strict inflation-targeting regime grew out of the
need to establish the Reserve Bank of New Zealand'’s (RBNZ's) institutional credibility. It also
seems likely that, as the first central bank to adopt inflation targeting, there may have been
a broader need to establish the credibility of the regime itself. The framework was designed
with four pillars, or stakes, chosen to support the growth of the newly planted regime:
operational independence; transparency; a single objective; and a single decision-maker.
They note that there have been some changes to the single objective. From a relatively strict
objective it has evolved into a more flexible objective and the particular numerical target
has also changed over time. In particular, they note that the government of the day has
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frequently led these changes. That is also true about the most recently announced changes
to the RBNZ's framework - replacing the single objective with a dual mandate, adding
unemployment to the inflation mandate, and replacing the single decision-maker with a
monetary policy committee. Notwithstanding the evolution of the regime, it has delivered
low and stable inflation in New Zealand.

The paper on Canada by Thomas J Carter, Rhys Mendes and Lawrence L Schembri emphasises
three factors that are seen as central to the success of the Canadian regime: a simple, readily
understood specification of the inflation target; the recognition that the government shares
the duty of achieving the target and should set non-monetary policies in a way that is
coherent with the achievement of the target; and, finally, the regular review of the regime,
which has occurred every five years since 2001. As with New Zealand, the regime delivered low
and stable inflation. The authors also note that the strength of the regime was demonstrated
throughout the GFC. In particular, they emphasise the importance of the joint responsibility
for macroeconomic outcomes shared by the central bank and the government — supportive
macroprudential policies freed the central bank to focus on macroeconomic risks.

Finally, in the first session, Guy Debelle reflects on Australia’s experience. He emphasises the
relative stability of the regime and evolutionary nature of Australia’s experience. In particular,
the Reserve Bank of Australia’'s mandate has been unchanged since it was first enacted in
1959. The evolution has occurred through the broader policy framework and the way that the
mandate has been interpreted and operationalised. Of note, the inflation-targeting regime
has been a flexible inflation-targeting regime from the start, in part reflecting the mandate
of the RBA, which includes the maintenance of full employment, the stability of the currency,
and the welfare of the people of Australia. Debelle also emphasises the fact that, as the
regime has evolved, the communication of the RBA has had to evolve along with it. He
notes that communication has played an increasingly important role in the operation of the
regime given the centrality of inflation expectations to a flexible inflation-targeting regime.

The second session of the conference contained two papers that served as a bridge between
the primarily backward-looking first session and the forward-looking third session. The
first, by Anthony Brassil, Jon Cheshire and Joseph Muscatello, looked at the transmission of
monetary policy through bank balance sheets and how that might have changed during the
inflation-targeting period. The second, by Luke Hartigan and James Morley, looked at how
the transmission of monetary policy through the macroeconomy might have changed as a
result of the adoption of inflation targeting. These papers draw out the way the economic
environment has changed since the introduction of inflation targeting. As such, they offer
some pointers to ways the inflation-targeting framework might have to evolve.

Brassil, Cheshire and Muscatello consider the way the RBA's policy rate is transmitted to
the interest rates Australians pay on their mortgages and receive on their deposits. They
document a number of interesting findings, including the fact that, following a reduction
in the cash rate, the increase in the relative cost of deposit funding is broadly offset by
a reduction in expected loan losses. Their main finding is that, while cash rate changes
between 2003 and 2012 were fully passed through to the major banks’ lending and deposit
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rates (in aggregate), pass-through since 2012 has fallen to around 90 per cent as the major
banks’ return on equity has not fallen with the cash rate. They further highlight the increasing
importance of low- or no-interest deposits in bank balance sheets — as interest rates fall these
accounts become relatively more expensive, and their share of banks’ funding increases at
low rates. This points to the possibility that the ‘zero lower bound” may be a more important
consideration for monetary policy frameworks than was the case when inflation targeting
was first being developed.

Hartigan and Morley use a factor model of the Australian economy to capture information
from a wide range of economic indicators and distil it into a useable form. Having done this,
they find that inflation targeting has been associated with a substantial reduction in the
common components of economic volatility with little change in the idiosyncratic elements.
This finding is highly suggestive that inflation targeting has been particularly successful at
stabilising the economy. Importantly, they find that this stabilisation applies not only to
nominal aspects of the economy, that one might expect to have been most affected by
inflation targeting, but also the real aspects. A second implication of their results, however,
is that it is much harder to measure the common component of economic activity (because
the idiosyncratic elements are now relatively larger) and so policymakers need to look at
a much wider range of indicators in order to correctly judge the state of the economy. A
corollary seems to be that communication will be more difficult in this environment because
there may be no single indicator policymakers can point to when explaining the reasons for
their actions.

The third section of the conference contained three papers. The first, by Warwick J McKibbin
and Augustus J Panton, considers whether there might be better frameworks than inflation
targeting and proposes nominal income targeting as a superior framework. The second, by
Ben Broadbent, considers the relationship between monetary policy and macroprudential
policy and whether the experience of the GFC argues for a closer relationship between the
regulators. The final paper, by David Archer and Andrew T Levin, considers the appropriate
decision-making body for a central bank and, in particular, how a monetary policy committee
should be structured.

McKibbin and Panton review a range of alternative monetary policy regimes and compare
them with key criteria for a monetary regime. They ask such questions as: How well does
the regime handle shocks? Can the target be credibly measured and understood? How
transparent is the regime when exceptions are needed? Are prices expectations anchored
by the regime? After considering how well each of the alternatives do on these criteria, they
suggest that nominal income targeting would be a good regime and one that is superior to
the current flexible inflation-targeting framework. An important reason for their conclusion is
that, while inflation targeting deals with demand shocks well, it is less well suited to dealing
with supply shocks; nominal income targeting, on the other hand, can handle supply shocks
better.

Ben Broadbent considers whether macroprudential policy should be conducted jointly
with monetary policy, and whether it should be done within the same institution, or
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separately. He makes the argument that full integration of the two policies could compromise
accountability. In particular, he notes that the nature of the objectives of monetary policy
and macroprudential policy are quite different. While monetary objectives are clear and
verifiable, macroprudential objectives are multiple, opaque and hard to verify. If both these
kinds of objectives are merged, there will be an inevitable problem as the clear and verifiable
objectives crowd out the opaque objectives. He also notes that the benefits from formal
coordination are overstated and, at least in open economies with floating exchange rates,
financial stability depends much more on prudential policy than on monetary policy.

Archer and Levin focus on developing a set of robust design principles for monetary policy
committees that mitigate the risk of political interference and groupthink. They argue that
independence from political interference rests not on statutory independence but on
public confidence and the legitimacy of the institution. As such, transparency and public
accountability are important to the extent that they support the legitimacy and, thus,
independence of the institution. To guard against groupthink they argue that the monetary
policy committee should be made up of a diverse group of experts who are individually
accountable for their policy decisions.

The conference closed with a panel discussion moderated by Jessica Irvine. The panellists
were Philip Lowe, Adam Posen and Sayuri Shirai. The discussion served to draw the various
threads of the conference together. In summarising the areas of agreement at the conference,
one panellist suggested that participants generally agreed that: regimes matter, flexibility
is important, transparency is important, committees bring benefits to the decision-making
process and inflation-targeting regimes have enjoyed wide political support. In thinking
about Australia’s experience, it was felt that Australia’s inflation-targeting framework had
worked well for the past 25 years and an important part of that was the flexibility it had built
in from the start. Looking forward, the discussion considered whether the shocks Australia
is likely to face in the future might be different to the shocks it has faced in the past and, if
so, there was a possibility that the inflation-targeting regime might have to evolve further.
Nonetheless, while it was generally agreed that it was good to consider alternatives to the
current regime, and to do so from a position of strength before problems emerged, there
was no obvious need for change.

This conference volume collects together the papers presented at the conference, the
discussants’ comments and a summary of the general discussion that followed each
presentation. As the conference is run under the Chatham House Rule, individual participants
are not identified in the general discussions.

Reference
Fraser BW (1993), 'Some Aspects of Monetary Policy, RBA Bulletin, April, pp 1-7.
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Inflation Targeting in New Zealand:
An Experience in Evolution

John McDermott and Rebecca Williams

1.  Introduction

It is a pleasure to discuss an issue that is especially pertinent to the Reserve Bank of
New Zealand (RBNZ) at present — the evolution of central bank frameworks. As many of you
will be aware, the New Zealand Government is in the process of changing our monetary
policy framework to add employment to our existing mandate of price stability and formalise
a decision-making structure based on a committee. This would bring us closer to a framework
like the one here in Australia and in the United States.

This paper is in a session titled Twenty-something Years of Inflation Targeting’, but in
New Zealand it has actually been closer to thirty. The Reserve Bank of New Zealand Act
1989 (RBNZ Act) came into effect in February 1990, making New Zealand the first country to
formally adopt inflation targeting as we now know it.

New Zealand's experience has been one of evolution. As the RBNZ established its credibility
- by which I mean it became clear that we could and would meet our price stability objective
— we were able to develop a more flexible approach to inflation targeting, consistent with
the literature and with developments in other inflation-targeting countries.

We are about to enter the next stage of that evolution. | believe this next step is indeed
an evolution, which builds on the flexible approach we have been taking for some time,
rather than a revolution. That said, it is still too early to determine precisely what effect the
new framework will have on the implementation of monetary policy. The New Zealand
framework has changed significantly over 30 years, reflecting lessons learned and the
changing economic and political environment. And it is likely to continue to evolve as we
are faced with new developments.

You may be very familiar with our tale and want me to cut to the chase — our move towards a
dual mandate and formalised committee — but before | touch on where we are going, I want
to provide you with some context: where we started, and where we have been.
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2. The Origins of Inflation Targeting: A Need for Credibility

As | have noted, inflation targeting as we now know it was pioneered in New Zealand."?
Other countries had been pursuing disinflationary monetary policy since the late 1970s and,
by the early 1980s, most Organisation for Economic Co-operation and Development (OECD)
countries were announcing some form of money or credit target in an attempt to convince
the public and markets that they were taking the challenge of controlling inflation seriously
(Reddell 1999). But the focus internationally was on these ‘intermediate’ targets — the quantity
of money or credit — rather than inflation itself. Intermediate targets were thought to be
informative for monetary policy as they were susceptible to a degree of central bank control.
The extent to which intermediate targets were connected to the objective of price stability
was, however, subject to debate (e.g. Friedman 1984, 1990).

In the 1970s and 1980s, New Zealand had a very poor track record of price stability. Annual
consumer price index (CPI) inflation had been around 10 to 15 per cent since the early
1970s (Figure 1), and was considerably higher than inflation in our main trading partners.
A key driver of high inflation in New Zealand over this period was government spending,
accommodated by generally loose monetary policy (Grimes 1996). There had been episodes
of tight monetary policy over this period. But successive governments had been unwilling to
face the short-term costs to output and employment that disinflation brought with it, and
had quickly reversed course and loosened policy.?

Bringing high inflation under control was a key priority for the Labour Government that came
into power in New Zealand in July 1984.% In 1986, the then Minister of Finance, Roger Douglas,
invited officials to explore options for reforming the monetary policy framework, aiming to
reduce the scope for political influence that had seen past attempts to control inflation fail
so badly.

1 Bernanke etal (1999) provide a widely cited definition of inflation targeting.

2 Italy, Greece and Portugal all published single-year targets for inflation at times during the early 1980s, and Sweden briefly
operated a form of price level targeting in the 1930s. However, none of these provided a complete, sustained structure for
inflation targeting of the kind now understood by the term. In the 1970s and 1980s, West Germany conducted monetary policy
in a framework that closely resembled inflation targeting, although it was officially designated as money targeting (Bernanke
and Mihov 1997). In addition, in 1995 the Bundesbank itself drew a distinction between its approach and inflation targeting,
arguing at the time that inflation targeting was the inferior approach.

3 Nelson (2005) provides detailed discussion of another factor that contributed to New Zealand's poor inflation performance
before 1984, namely that there remained a view at the government level that high inflation was predominantly generated
by cost-push factors (such as wage bargaining) rather than monetary or demand factors. This belief eventually led the
Muldoon Government to impose a wage price freeze in 1982 in an attempt to control inflation directly.

4 Then RBNZ Governor Spencer Russell (1984) discussed the new government’s commitment to bring inflation under control:

We have had periods of tight monetary policy in the past. But by backing off at the eleventh hour, money and credit growth rates have
been allowed to expand excessively again and the benefits from the temporary period of tightness have been lost. The Government
has made it clear this will not be the case again.
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Figure 1: Annual CPI Inflation
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The framework that evolved over the next four years was the culmination of various strands
of economic thought and the principles that were underpinning the wider reform of
New Zealand's public sector at the time.>® At its core, the framework that emerged provided
the RBNZ with a means to credibly commit to bringing inflation down and keeping it there.

And why does credibility matter? If policymakers are able to convince firms and workers that
they will set policy to achieve the inflation target, this anchoring of inflation expectations makes
it more likely that prices and wages will be set in a manner consistent with the target, even
in the face of shocks to the economy. This naturally makes the target itself easier to achieve.

Picture the New Zealand inflation-targeting framework as a newly planted tree. In the 1970s
and 1980s, several seedlings of low inflation had been planted, but none took hold. The
ground conditions — a highly regulated financial market and economy — were not conducive
to growth, and the winds of politics kept blowing the seeds of low inflation away before they
had a chance to flourish.

By the mid 1980s, ground conditions were much improved. New Zealand had gone through
a dramatic period of financial market reform in the nine months between July 1984 and
March 1985. The float of the New Zealand dollar and the commitment of the government
to fund the fiscal deficit via issuance of public debt to the private sector freed up the RBNZ
to pursue domestic monetary policy (Kamber, Karagedikli and Smith 2015). To ensure that
5 Reddell (1999) contains a detailed discussion of the origins and early development of the inflation target; Grimes (1996) provides

a comprehensive summary of monetary policy developments within the wider reform environment; Singleton et al (2006)

provides a history of the RBNZ between 1973 and 2002; Grimes (2014) also discusses the origins and evolution of inflation
targeting in New Zealand.

6 DonBrash, who was the first Governor of the inflation-targeting era, once said of the origins of inflation targeting in New Zealand
‘| will simply note that history can be surprisingly confusing, even for those who were there’ (Brash 1998, p 222).
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inflation targeting could establish credibility and take hold, four highly related aspects of the
framework were provided as stakes in the ground to support the new sapling.” These stakes
were: operational independence; transparency; the single objective of price stability; and the
Governor as sole decision-maker, which | will now discuss in turn.

2.1 Operational independence (RBNZ Act, Section 13)

The RBNZ Act provided the RBNZ with its operational independence and its monetary policy
objective.® It was heavily influenced by the literature on the time inconsistency of monetary
policy and the experience during the 1970s and 1980s, in which successive governments
had been unwilling to endure the short-term effects of disinflation for the longer-term gains
of price stability” The specific monetary policy target of the RBNZ Act was to be publicly
agreed upon in a Policy Targets Agreement (PTA) between the Minister of Finance and the
Governor of the RBNZ. Prior to the late 1980s, RBNZ independence had been non-existent:
the 1973 Amendment to the 1964 RBNZ Act had stated that the RBNZ was to ‘give effect to
the monetary policy of the Government'!° The RBNZ Act contributed to the RBNZ's credibility
by making it clear that its objective was no longer subject to concerns or incentives related
to the electoral cycle.

2.2 Transparency (RBNZ Act, Section 15)

Monetary policy operates with significant lags and in an inherently uncertain environment.
It, therefore, naturally requires a great deal of judgement and discretion. To ensure that
operational independence was used appropriately, the RBNZ Act also specified a high degree
of transparency in how the RBNZ formulated policy. The RBNZ Act requires the RBNZ to
publish regular statements on its monetary policy decisions and for these to be laid before
Parliament. The Governor's deliberations were also to be monitored and assessed by a board
consisting of members appointed by the Minister of Finance.

2.3 Single objective (RBNZ Act, Section 8)

Providing the RBNZ with one objective, rather than a list of objectives — production, trade,
full employment and price stability — as had been the case previously, made it more likely
that the RBNZ could actually achieve its mandate and, thus, contributed to the credibility

7 Itis worth noting that the RBNZ Act does not specify that there must be targets for inflation itself. The RBNZ Act specifies only
‘policy targets for the carrying out by the Bank of its [price stability objective], which leaves open the possibility of specifying
targets such as nominal gross domestic product consistent with medium-term price stability.

8 Except as otherwise provided for in the RBNZ Act, Section 12 allows for the Bank to be directed by the Governor-General to
implement policy for a different economic objective than the one in Section 8, by Order in Council on the advice of the Minister.
This section was included primarily for use in times of emergency (such as wartime) and has never been used. Any temporary
redirection of policy would be well publicised since Orders in Council must be published in the New Zealand Gazette. The
RBNZ Act can be accessed at <http://www.legislation.govt.nz/act/public/1989/0157/latest/DLM199364.html>.

9 The time-inconsistency problem is that authorities have an incentive to promise low inflation in the future, but then renege in
order to boost activity (to obtain more votes, for example). As firms and households begin to anticipate this behaviour, their
expectations of inflation increase and so they set prices and demand wages accordingly. The economy then ends up in a worse
position with higher inflation and (potentially) higher unemployment (e.g. Barro and Gordon 1983).

10 Graham and Smith (2012) provide a history of RBNZ independence.
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of that objective. The RBNZ Act states ‘The primary function of the [RBNZ] is to formulate
and implement monetary policy directed to the economic objective of achieving and
maintaining stability in the general level of prices' It acknowledged that price stability was
the greatest contribution monetary policy could make to New Zealand's economic wellbeing.
It recognised the limitations of monetary policy over the medium term, and provided the
RBNZ, financial markets and wider public with a clear objective for policy. Moreover, the initial
PTA clearly defined price stability with a numerical target band of 0 to 2 per cent. This clear
numerical target provided a transparent measure against which the Governor’s performance
could be assessed and around which inflation expectations could converge.

2.4 Single decision-maker (RBNZ Act, Section 9)

The final stake in the ground was the assignment of authority and responsibility to an
individual — the Governor. This ‘single decision-maker" model was highly influenced by the
principles underpinning the reform of the wider public sector at the time that gave individual
public sector managers the authority to manage, but made them directly accountable for
outputs (Reddell 1999; Sherwin 1999). The employment contract between the Minister
of Finance and the Governor evolved into the PTA. The legislation made it clear that the
Governor could lose his or her job for ‘inadequate performance’ in meeting these objectives."

2.5 Summary

In summary, the inflation-targeting framework established in the late 1980s was planted
under conditions that increased its likelihood of success. The four stakes of operational
independence, transparency, the single objective of price stability, and the single
decision-maker model provided essential support to a new framework, and encouraged it
to take root and establish its credibility. All well and good, but why have | taken you through
this history lesson? To provide you with some context on the New Zealand framework, and to
introduce some aspects of the framework that remain as critical today as they were in 1989,
and some that are about to change. But | will come back to that shortly.

3.  The Evolution of Inflation Targeting: Increasingly Flexible

Since being planted in the late 1980s, New Zealand's framework has evolved significantly.
As we were pioneers, it was always unlikely that we could introduce a framework that got
everything right’ from the start, especially given that the environment in which policy
operates has itself developed a lot over the years (Sherwin 1999).

The evolution of the inflation-targeting framework in New Zealand can be characterised as
one of increasing flexibility, consistent with the academic literature and with developments

11 Donald Brash (2002) recalls the response of the Minister responsible for the RBNZ legislation when he expressed initial surprise
that the PTA would be between the Government and Governor, rather than the Government and the Bank: ‘We can't fire the
whole Bank. Realistically, we can't even fire the whole Board. But we sure as hell can fire you!"
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in other advanced economies.”” As our tree grew taller and its roots grew deeper — as we
gained credibility by actually meeting our target, and anchored inflation expectations — we
could be more confident that our tree could bend in the wind, without being uprooted.

What exactly do | mean by flexibility? Over the past three decades, monetary policymakers
and academics have learned that there is a trade-off, not between inflation and output, but
between the volatility of inflation and output. Monetary policy that is set to offset short-term
movements in inflation away from target — referred to as ‘strict’ inflation targeting — will resultin
more volatility in output and other economic variables such as employment and the exchange
rate (e.g. Svensson 1997). As the RBNZ established its credibility in achieving its inflation target,
we could allow some volatility in realised inflation in order to offset some volatility elsewhere
in the economy. In practice, this meant that interest rates were generally adjusted more slowly.
And in this sense, the RBNZ has increasingly paid regard to the wider economy despite having
a consistent overall objective of price stability specified in the RBNZ Act. This increasingly
flexible approach has been reflected in the evolving content of successive PTAs over the past
30 years.

The PTA — which you will remember provides the RBNZ with its specific target in meeting its
overall objective — must be renegotiated with the Minister of Finance each time a Governor
is appointed or reappointed, and has also tended to be updated on the formation of a new
government. This process naturally lends itself to incremental adjustments, influenced by
the economic and political environment at the time. Since 1990, there have been 13 PTAs,
with some alterations more significant than others. The RBNZ has seen more changes to its
target than most other inflation-targeting central banks, and the process of renegotiation
also provides more opportunity for government direction than is the case in some other
countries (Wadsworth 2017).

In some ways, the large number of changes has been less than ideal, as it has the potential
to undermine the public’s faith in the policy target. But since these changes have formalised
things that we have learned in the process of operating policy, and reflected the underlying
preferences of the public via the political process, they have been entirely appropriate.

There are several highly related dimensions of flexibility, and | will now take you through some
key developments in New Zealand's inflation-targeting framework across these dimensions,
which are summarised in Table 1 below.

12 There was an early preference within the RBNZ for a flexible approach to inflation targeting. While an internal questionnaire to
selected RBNZ staff in 1987 found seven respondents in favour and five against the use of ‘an explicitly-stated desired inflation
time path [for either in-Bank or public use]’, the same survey also found nine in favour of the proposition that ‘short-run effects
of monetary policy on real output [should] be included in any assessment of monetary policy’ (see Silverstone (2014)).
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Table 1: Evolution of Flexible Inflation Targeting in New Zealand

1990-2017

Dimension

Early to mid 1990s

Late 1990s and 2000s

2010s

Time to target

Secondary
considerations

Initially, target to be
achieved by a set
date

Dec 1990: annual
inflation to remain
inside the target
band; RBNZ to
calculate and explain
deviations due

to shocks outside
the RBNZ's control
(explicit ‘caveats’)

Time to target
implicitly lengthened;
RBNZ to respond to
general inflationary
pressure

List of shocks that
could result in
deviation from target
became illustrative,
rather than exhaustive

2002: medium-term
focus made explicit

1999: RBNZ shall seek
to avoid unnecessary
instability in output,
interest rates and the
exchange rate

Explicit medium-
term focus has
remained

2012:RBNZ to
have regard to
the efficiency and
soundness of the
financial system;
RBNZ to monitor
asset prices

Other secondary
considerations
(stability of output,
interest rates and
the exchange rate)
have remained

Target Initially: 0-2 per cent  2002: 1-3 per cent 2012: 1-3 per cent,
definition 1996: 0-3 per cent with a focus on the
2 per cent target
midpoint
3.1 Early to mid 1990s

The initial inflation target of 0-2 per cent originated primarily as a communications device —
a way for Minister Roger Douglas to refocus expectations and convince the public that the
anti-inflation drive would continue (Reddell 1999)."% Inflation was within the target by 1991,
and stayed there until June 1995 when adverse weather pushed up the prices of fruit and
vegetables and saw inflation increase to 2.2 per cent.

13 During a televised interview broadcast on 1 April 1988, Roger Douglas said that policy was to be directed to reducing inflation

to ‘around zero to one per cent’ over the following couple of years. By the June 1988 RBNZ Bulletin, the Bank felt confident
enough to describe the ultimate goal as being 'price stability by the 1990s’ and that ‘[i]n terms of the CPI, this objective is likely
to be consistent with a small positive measured inflation rate, in the order of 0-2 per cent, as a result of several problems in the
construction of the index’ (Reddell 1988).
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Over the next few years, inflation remained at the top of, or marginally above, the target range.
With hindsight, the RBNZ was slow to recognise the pace of acceleration of the economy in
1992-93, and relied on the transmission of policy via the exchange rate to a greater extent
than was ideal given the structural changes we later learned were underway (RBNZ 2000b).
The RBNZ learned that keeping inflation within such a narrow range could likely only be
achieved at the cost of undesirably high volatility in the real economy, and began talking
about the target as something that we would constantly aim for rather than something we
could — or should — deliver every quarter (Brash 2002).

Since December 1990, PTAs had contained some allowance for actual inflation to deviate
from target. These were in the form of explicit ‘caveats’ or ‘principal shocks’ recognised as
being outside the RBNZ's control. We were required to calculate and publish the direct effect
these had on inflation outcomes. In practice, we found it increasingly difficult to determine
which items to include or exclude, and were exposed to (although never received much)
criticism that we could manipulate the calculation in order to meet our objective.

In 1996, the target was widened to 0-3 per cent, reflecting the new National/New Zealand
First Coalition Government's preferences (RBNZ 2000a). The RBNZ was comfortable with this
widening as we felt it was unlikely to materially affect monetary policy credibility or adversely
affectinflation expectations.* By allowing slightly more inflation variability it enabled policy
to offset volatility in the real economy to a greater extent. The 1996 PTA also modified the
explanation of the RBNZ's overall objective to be more explicit that price stability was the
best contribution that monetary policy could make to economic growth and employment,
rather than simply being an end in and of itself (RBNZ 2000a).

3.2 Late 1990s and 2000s

As the RBNZ learned more about the transmission of monetary policy in the New Zealand
economy during the 1990s, we put increasing weight on real economy channels and less
on direct exchange rate effects (Brash 1998). Specifically, we found that the pass-through of
nominal exchange rate changes into local prices had become more muted over the 1990s.
This meant that the slower part of the monetary policy transmission mechanism — via the real
economy —was given even greater prominence in meeting our objective (RBNZ 2000b). This
change in emphasis effectively lengthened the horizon over which policy was formulated,
which, in itself, encouraged less variability in interest rates, the exchange rate and output.

In 1999, the incoming Labour/Alliance Coalition Government initiated the modification of the
PTA to state that '[iln pursuing its price stability objective, the [RBNZ] ... shall seek to avoid
unnecessary instability in output, interest rates and the exchange rate’. The RBNZ viewed
these changes as largely confirming the flexible approach we had been taking for most of the
inflation-targeting period (RBNZ 2000a). It reflected the fact that several policy paths could be
chosen to meet our inflation target, and the effect of these paths on the real economy and
other variables was influential in determining which path was ultimately selected (RBNZ 20000).

14 Recent research by the RBNZ has found that the widening of the target did result in an increase in long-term inflation
expectations, but that this increase was not statistically significant (Lewis and McDermott 2016).
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The changes were also a reflection of economic developments. The RBNZ initially
underestimated the combined effect of the Asian crisis and the droughts that affected rural
New Zealand in the summers of 1997-98 and 1998-99, which led to recession in New Zealand.
We operate in an uncertain world, and monetary policy would never have been able to
completely offset the effect of these shocks. Yet the way we implemented monetary policy
over this period - via the Monetary Conditions Index (MCI), which was introduced in mid 1997
- shaped the response in a way that probably contributed to the fall in output and added
unnecessary interest rate volatility (RBNZ 2000b).” The RBNZ recognised this, and we replaced
the MCl with the Official Cash Rate (OCR) as the instrument of monetary policy in March 1999.
The MCl was a branch that we lopped off fairly quickly.

In May 2000, the Minister of Finance invited Professor Lars Svensson to review the operation
of monetary policy in New Zealand. He found the framework to be ‘entirely consistent with
the best international practice of flexible inflation targeting, with a medium-term inflation
target that avoids unnecessary variability in output, interest rates and the exchange rate’
(Svensson 2001, p 2). He did recommend a move from the single decision-maker to committee
model, but the government chose not to support this recommendation at this time (see
Cullen (2001)).

During the early 2000s, however, concern continued to grow among politicians, industry
representatives, commentators and the wider public that the economy’s trend growth rate
had been unnecessarily constrained by the performance of monetary policy (RBNZ 2002).
Those expressing concern suggested that this constraint resulted from a target that was
too low and policy that was too aggressive. It was argued that these factors had resulted
in interest rates that were too high on average, and in interest rates and the exchange rate
being too volatile.

The RBNZ noted the long-held and internationally accepted view that monetary policy was
unlikely to have a large influence on the long-run performance of the economy, and that
there was no evidence that policy in New Zealand was more aggressive than elsewhere. But
we also had not found any clear evidence that trend inflation of 2 per cent would produce
better or worse outcomes for trend growth than trend inflation of 1.5 per cent. In the end,
the target (and therefore midpoint) was changed to 1-3 per cent in the 2002 PTA. Recent
RBNZ research has found that this change was accompanied by an immediate increase in
long-run inflation expectations (Lewis and McDermott 2016).

The 2002 PTA also made the medium-term focus of monetary policy explicit, and firmly
embedded the flexible approach (e.g. Hunt 2004). It changed the target from ‘12-monthly
increases’ to ‘future CPI inflation outcomes ... on average over the medium term’ This
medium-term focus has been an enduring feature of PTAs to this day. The RBNZ has interpreted
this target to mean that it should set policy in order for inflation to remain or settle comfortably
within the target band in the latter half of a three-year horizon (Bollard and Ng 2008).

15 The MCl was a weighted summation of the exchange rate and short-term interest rate, with weights reflecting each variable’s
medium-term effect on aggregate demand and thus inflation. The MCI was used to identify the overall stance of monetary
policy and to communicate the likely direction and extent of change in stance in the future.
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During the mid 2000s, economic developments reignited concern about the monetary
policy framework. Although New Zealand had been one of the faster-growing OECD
economies since the early 1990s, this growth had been accompanied by the emergence
of macroeconomic imbalances: a relatively large current account deficit, high house price
inflation and household indebtedness, and a real exchange rate that had risen to levels
sometimes regarded as unjustified by medium-term fundamentals (RBNZ 2007b). In early
2007, the government requested another inquiry into the monetary policy framework.

The RBNZ reiterated that there was no compelling evidence to suggest that these features
had arisen from the design of the monetary policy framework. We recognised that, with
the benefit of hindsight, we had been slow to fully recognise the strength of demand and
housing market pressure on inflation over the cycle. However, this was a feature of having
to operate policy under uncertainty (RBNZ 2007a; Chetwin and Reddell 2012). We noted
that solutions to New Zealand'’s imbalances were likely to lie in other policy domains, and
suggested several ‘supplementary stabilisation instruments’'® Following the review, the
government decided not to make any changes to the RBNZ Act or the PTA, nor introduce
any of the suggested instruments (see FEC (2008) for the full report).”

Monetary policy during the global financial crisis (GFC) of 2008-09 demonstrated the
flexibility of the inflation-targeting framework. Despite CPI inflation being driven well above
the target band by higher oil prices over 2008, the RBNZ reduced the OCR by 575 basis points
between June 2008 and June 2009. Our tree remained firmly planted, anchored by its roots of
credibility, despite the largest global storm since the Great Depression. Longer-term inflation
expectations remained within the target range, and the reduction in the OCR helped support
the New Zealand economy at a time of global distress (e.g. Chetwin 2012).

3.3 2010s

The GFCled many central banks to focus more heavily on how financial system developments
should be treated by monetary policy. The RBNZ had always monitored asset prices and
taken them into account in both monetary and prudential policy (see Bollard (2004)), and
the RBNZ Act had long contained a requirement for the RBNZ to have regard for financial
stability when setting monetary policy. Nonetheless, the 2012 PTA made this explicit by
adding asset prices to the list of prices the RBNZ was directed to monitor, and including the
requirement that the RBNZ ‘have regard to the efficiency and soundness of the financial
system’ (see Kendall and Ng (2013)).

The RBNZ is unusual internationally, although not unique, in having both monetary policy
and prudential responsibilities. In October 2013, the RBNZ introduced restrictions on high
loan-to-value ratio (LVR) mortgage lending (e.g. Rogers 2013; Dunstan 2014). While these

16 These included cyclical variations in migrant approvals, increasing the responsiveness of housing supply, measures to limit
procyclicality in fiscal policy, and consideration of various aspects of the tax regime (RBNZ 2007a, 2007b).

17 The FEC (2008, p 16) report stated that

Continuity is an important part of this framework, providing the public with confidence in the framework’s commitment to low and
stable inflation. In view of the broad success of the framework, we do not recommend any change to the framework.
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macroprudential tools were introduced for financial stability purposes, they clearly interact
with monetary policy’s goal of price stability — particularly given the strong relationship
between house prices and domestic demand we have observed in previous economic cycles
in New Zealand. Although they have different objectives, our macroprudential policies were
complementary to monetary policy when first introduced; the LVR restrictions were acting to
reduce growth in house prices at a time when the RBNZ expected inflationary pressures to
build (see Williams (2017a)). But as the outlook for inflation weakened, the policies began to
have opposing implications for the business cycle. The PTA is clear that monetary policy must
have regard to financial stability but it does not — and probably cannot - specify exactly what
trade-offs should be entertained. The optimal balance between price and financial stability
remains an area of ongoing research in New Zealand and abroad.”®

An explicit reference to the target midpoint was also incorporated into the 2012 PTA so that it
now read 'keep future CPlinflation outcomes between 1 per cent and 3 per cent on average
over the medium term, with a focus on keeping future average inflation near the 2 per cent
target midpoint’. This was motivated by the desire to anchor inflation expectations more
firmly to 2 per cent, as they had been close to the upper end of the target band for most of
the inflation-targeting period (Kendall and Ng 2013).

In recent years, inflation in New Zealand has been persistently low, as in many countries
around the world. We have undertaken a great deal of research to better understand why this
has been the case, and what characteristics of this expansion have differed from expansions
before it (see Williams (2017b) for a summary of this work). Some features have simply been
revealed with the passage of time, and some reflect our evolving understanding of how the
economy operates. But we have not found any features that imply that the framework itself
should be revolutionised — that the RBNZ has been confronted with new developments is
an unavoidable fact of life, not just monetary policy (McDermott 2017).

4.  Where to from Here? The Next Stage in Our Evolution

Our increasingly flexible approach to inflation targeting outlined above has been made
possible by the achievement and maintenance of credibility regarding our framework. There
are two key aspects of the framework — two of our stakes in the ground — that remain as
important today as they were in 1989. These are operational independence and transparency.”

Changes to the PTA have tended to reflect actual RBNZ practice at the time, but have also
often been initiated by the government of the day. The RBNZ has seen several government
reviews of its framewaork, often in response to macroeconomic developments. And this is how
it should be — while operational independence within the framework is critical for credibility
(and therefore effectiveness), the framework itself should be designed by the government
to maximise the wellbeing of New Zealanders. Over the course of 30 years we believe the

18 Kamber et al (2015) note that while the importance of coordination depends on the magnitude of the externalities that each
policy has on the other, how large these effects are is currently not well understood. Since the RBNZ is jointly responsible for
both policies, these trade-offs should necessarily influence the settings of both monetary and macroprudential policies.

19 See Blinder (1998) for an excellent discussion of central bank independence and transparency.
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framework has served New Zealanders well — most of the graduates we have hired in recent
years have never known anything other than low and stable inflation.

Transparency also remains a critical aspect of the framework. Being transparent about
our assessment of the economy and our plan to meet our objective has an influence on
expectations, and helps us achieve our objective. The RBNZ was the first central bank to
publish its interest rate forecast, starting in 1997 And crucially, transparency aids in the
assessment of our actions, and allows us to be held to account.”!

But what of the other supports, the single decision-maker and single objective?

As|noted at the very start, these are the two aspects of the framework that the New Zealand
Government is in the process of changing, to formalise a committee structure and add
employment to our mandate. We agree that the single decision-maker model has become
less relevant over time. In reality, RBNZ Governors have a long history of utilising advisory
committees (Bollard and Karagedikli 2006). And in 2013, we established the Governing
Committee, that at the time consisted of the Governor (as Chair), two Deputy Governors and
myself (as Assistant Governor). While the Governor retains the right of veto on decisions, and
continues to have statutory responsibility for policy, the committee members work together
to test ideas and build consensus around the monetary policy decision (Wheeler 2013;
Richardson 2016). The flexibility of our approach to inflation targeting requires a great deal
of judgement, and the use of a committee maximises the knowledge and experience of
members individually and as a collective.

The government will formalise a monetary policy committee (MPC) in the RBNZ Act, and add
members from outside the RBNZ, ‘externals’, onto the committee. The RBNZ Act will allow
the MPC to have between five and seven members, but there will be seven initially, and
there will always be more internal than external members. All members will be nominated
by the RBNZ Board, and appointed by the Minister of Finance. There will also be a non-voting
observer from the New Zealand Treasury. Figure 2 illustrates the structure of the committee
to be established in the RBNZ Act.

The MPC and Minister of Finance will agree on a Charter setting out the approach to issues
defined in the RBNZ Act, including the approach to communications. Details of the first
Charter are yet to be determined, but the Minister intends for the MPC to aim to reach
decisions by consensus, and for non-attributed votes to be published where there is not
consensus. The Minister also intends for non-attributed records of meetings to be published
that reflect any differences of view among the MPC. We will no doubt explain these and other
changes — and their potential implications for the setting and communicating of policy — as
they are finalised.

20 Dincer and Eichengreen (2014) found that New Zealand was one of the most transparent central banks in the world (third behind
Sweden and the Czech Republic in 2014), although by their estimates we rank much lower on central bank independence. The
authors base the transparency indices on public reports and communications by each central bank, and the independence indices
on central bank law in each country. Updated estimates can be found at <https://eml.berkeley.edu/~eichengr/data.shtml>.

2

See Ford, Kendall and Richardson (2015) for more on the evaluation of monetary policy.
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Figure 2: Monetary Policy Committee to be Established in the RBNZ Act

Internal members (majority)

Non-voting Treasury

Governor and Deputy Chief Executive ex-officio members,

Governor as Chair, casting vote if required observer

Five-year terms (staggered)
Maximum two terms in one role

Full-time . .

External members (minority)
Non-RBNZ staff with relevant knowledge and experience
Four-year terms (staggered)

Maximum two terms
Part-time

Source:  New Zealand Government

Of course, the creation of a formal (or indeed informal) committee does not guarantee
superior outcomes. How the MPC will operate in practice is also extremely important.
Committees are more successful when they have processes in place that aim to minimise
various human biases, such as the pressure to conform, confirmation bias, and a tendency to
rely on the most recent events to a greater extent than is sometimes warranted. The RBNZ
will continue to ensure our internal processes aim to maximise the benefits that committees
can provide.

And what of the move to a ‘dual mandate’? The RBNZ has always had regard to developments
in the labour market, and this has been encouraged by our increasingly flexible approach.
We have a long history of meeting with businesses and organisations across the country, and
we regularly assess the available labour market data and are committed to discussing labour
market developments. So my current sense is that, to a large extent, the changes are a way
of ensuring that the flexibility in our approach endures.

The exact wording of the full employment objective in the RBNZ Act is yet to be determined.
However, the PTA that Adrian Orr signed on 26 March 2018 reflected the upcoming changes
to the RBNZ Act, and does not provide the RBNZ with a numerical target for full employment
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as it has with price stability. This is helpful, as ‘maximum sustainable employment’ cannot be
fully captured by a single indicator.

Focusing too narrowly on one indicator, such as the unemployment rate, can be misleading.
For example, a fall in the unemployment rate could be the result of an increased demand for
labour - typically reflecting a strong economy — or the result of people dropping out of the
labour force altogether because they are unable to find a job and have become discouraged.
These different causes have very different implications for how the labour market is evolving
and would therefore have very different implications for monetary policy. Specifying a
numerical target for inflation but leaving the employment target as a qualitative objective
is consistent with the practice here in Australia and in the United States too. The RBNZ will
continue to consider a wide range of labour market indicators when formulating policy,
although we will communicate our assessment of, and outlook for, the labour market in more
detail than we have in the past. And just as with inflation, our understanding of the labour
market can always be improved as we are faced with new data, new developments, and as
new research methods become available.

That said, there are widely recognised limits to what monetary policy can do over the long
run. We have some influence over the degree to which the unemployment rate, as just
one example, deviates from its underlying trend. But ultimately, that underlying trend is
determined by factors outside of our influence that rely, instead, upon the age and skills of
the population, the efficiency with which jobs are matched to available workers, and the
nature of employment regulation.

5. Conclusion

I would like to conclude by reiterating that New Zealand's experience with inflation targeting
has been one of evolution. The RBNZ Act provided the supports that enabled us to establish
the credibility of our intent to meet our price stability objective. As we lowered inflation,
and anchored expectations within the target range, we could implement an increasingly
flexible approach to monetary policy that has been reflected in successive PTAs. This flexible
approach means that we have long had regard to the real economy, including employment.

That the RBNZ has operational independence and is transparent in meeting our objective is
asimportant for credibility today as it was in 1989. But the framework and the specific targets
that we operate within and towards are for the public to determine via the political process.
The government is currently in the process of changing the framework, to assign monetary
policy responsibility to a committee with external members and add employment to the
RBNZ's current mandate of price stability.

| see the inclusion of (maximum sustainable) employment into our mandate as reinforcing
the flexibility of inflation targeting. That said, it is still too early to determine what effect these
changes will have on the conduct and communication of monetary policy. | expect that in
5 or 10 years' time someone from the RBNZ will be back at a similar conference, to explain
how it all went.

RESERVE BANK OF AUSTRALIA



INFLATION TARGETING IN NEW ZEALAND: AN EXPERIENCE IN EVOLUTION

References

Barro RJ and DB Gordon (1983), ‘Rules, Discretion and Reputation in a Model of Monetary Policy,,
Journal of Monetary Economics, 12(1), pp 101-121.

Bernanke BS, T Laubach, FS Mishkin and AS Posen (1999), Inflation Targeting: Lessons from the
International Experience, Princeton University Press, Princeton.

Bernanke BS and | Mihov (1997), ‘What Does the Bundesbank Target?, European Economic Review,
41(6), pp 1025-1053.

Blinder AS (1998), Central Banking in Theory and Practice, The Lionel Robbins Lectures, The MIT Press,
Cambridge.

Bollard A (2004), ‘Asset Prices and Monetary Policy, Reserve Bank of New Zealand Bulletin, 67(1),
pp 27-34.

Bollard A and O Karagedikli (2006), 'Inflation Targeting: The New Zealand Experience and Some
Lessons, Paper presented at the ‘Inflation Targeting Performance and Challenges’ Conference held by
the Central Bank of the Republic of Turkey, Istanbul, 19-20 January.

Bollard A and T Ng (2008), ‘Flexibility and the Limits to Inflation Targeting, Reserve Bank of
New Zealand Bulletin, 71(3), pp 5-13.

Brash D (1998), ‘Inflation Targeting in New Zealand: Experience and Practice, Reserve Bank of
New Zealand Bulletin, 61(3), pp 221-227.

Brash D (2002), 'Inflation Targeting 14 Years on, Speech given at the American Economic Association
Annual Meeting, Atlanta, 4-6 January.

Chetwin W (2012), ‘Business Cycle Review, 1998-2011/ Reserve Bank of New Zealand Bulletin, 75(1),
pp 14-27.

Chetwin W and M Reddell (2012), ‘Monetary Policy in the Last Business Cycle: Some Perspectives,
Reserve Bank of New Zealand Bulletin, 75(2), pp 3-14.

Cullen M (2001), '‘Govt's Response to Monetary Policy Review’, Minister of Finance Media Statement,
30 May.

Dincer NN and B Eichengreen (2014), ‘Central Bank Transparency and Independence: Updates and
New Measures, International Journal of Central Banking, 10(1), pp 189-253.

Dunstan A (2014), ‘The Interaction between Monetary and Macro-Prudential Policy, Reserve Bank of
New Zealand Bulletin, 77(2), pp 15-25.

FEC (Finance and Expenditure Committee) (2008), ‘Inquiry into the Future Monetary Policy
Framework;, (C Chauvel, Chair), Report of the Finance and Expenditure Committee, September.

Ford D, E Kendall and A Richardson (2015), ‘Evaluating Monetary Policy, Reserve Bank of
New Zealand Bulletin, 78(7), pp 3-21.

Friedman BM (1984), 'The Value of Intermediate Targets in Implementing Monetary Policy, NBER
Working Paper No 1487.

Friedman BM (1990), ‘Targets and Instruments of Monetary Policy; in BM Friedman and FH Hahn
(eds), Handbook of Monetary Economics: Volume Il, Handbooks in Economics 8, Elsevier Science BV,
Amsterdam, pp 1185-1230.

CONFERENCE VOLUME | 2018

21



22

JOHN McCDERMOTT AND REBECCA WILLIAMS

Graham J and C Smith (2012), ‘A Brief History of Monetary Policy Objectives and Independence in
New Zealand; Reserve Bank of New Zealand Bulletin, 75(1), pp 28-37.

Grimes A (1996), ‘Monetary Policy; in B Silverstone, A Bollard and R Lattimore (eds), A Study of
Economic Reform: The Case of New Zealand, Contributions to Economic Analysis 236, Elsevier Science,
Amsterdam, pp 247-278.

Grimes A (2014), 'Inflation Targeting: 25 Years' Experience of the Pioneer, in ‘Four Lectures on Central
Banking, Motu Economic and Public Policy Research, Motu Working Paper 14-02, pp 4-37.

Hunt C (2004), ‘Interpreting Clause 4(b) of the Policy Targets Agreement: Avoiding Unnecessary
Instability in Output, Interest Rates and the Exchange Rate’ Reserve Bank of New Zealand Bulletin, 67(2),
pp 5-20.

Kamber G, O Karagedikli and C Smith (2015),'Applying an Inflation-Targeting Lens to Macroprudential

"

Policy “Institutions”, International Journal of Central Banking, 11(Supplement 1), pp 395-429.

Kendall R and T Ng (2013), ‘The 2012 Policy Targets Agreement: An Evolution in Flexible Inflation
Targeting in New Zealand, Reserve Bank of New Zealand Bulletin, 76(4), pp 3-12.

Lewis M and CJ McDermott (2016), New Zealand's Experience with Changing Its Inflation Target and
the Impact on Inflation Expectations, New Zealand Economic Papers, 50(3), pp 343-361.

McDermottJ (2017), The Value of Forecasting in an Uncertain World, Speech given at the New Zealand
Manufacturers and Exporters Association (NZMEA) Leaders' Network event, Christchurch, 15 May.

Nelson E (2005), ‘Monetary Policy Neglect and the Great Inflation in Canada, Australia, and
New Zealand;, International Journal of Central Banking, 1(1), pp 133-179.

RBNZ (Reserve Bank of New Zealand) (2000a), ‘The Evolution of Policy Targets Agreements,
Supporting paper to the Submission by the Reserve Bank of New Zealand to the Independent Review
of the Operation of Monetary Policy, September.

RBNZ (2000b), Independent Review of the Operation of Monetary Policy, Submission by the Reserve
Bank of New Zealand to the Independent Review of the Operation of Monetary Policy, September.

RBNZ (2000c¢), 'Inflation Targeting in Principle and in Practice; Supporting paper to the Submission
by the Reserve Bank of New Zealand to the Independent Review of the Operation of Monetary Policy,
September.

RBNZ (2002), ‘The Policy Targets Agreement: A Briefing Note, Policy Targets Agreement: Reserve Bank
Briefing Note and Related Papers, September, Reserve Bank of New Zealand, Wellington, pp 5-21.

RBNZ (2007a), ‘Main Submission by the Reserve Bank of New Zealand; Select Committee Submission,
Submission to the Finance and Expenditure Select Committee Inquiry into the Future Monetary Policy
Framework, July, Reserve Bank of New Zealand, Wellington, pp 3-23.

RBNZ (2007b), ‘Supporting Paper A6: Supplementary Stabilisation Instruments Project and the
Macroeconomic Policy Forum;, Select Committee Submission, Submission to the Finance and
Expenditure Select Committee Inquiry into the Future Monetary Policy Framework, July, Reserve Bank
of New Zealand, Wellington, pp 84-86.

Reddell M (1988), ‘Inflation and the Monetary Policy Strategy, Reserve Bank of New Zealand Bulletin,
51(2), pp 81-84.

RESERVE BANK OF AUSTRALIA



INFLATION TARGETING IN NEW ZEALAND: AN EXPERIENCE IN EVOLUTION

Reddell M (1999), ‘Origins and Early Development of the Inflation Target, Reserve Bank of New Zealand
Bulletin, 62(3), pp 63-71.

Richardson A (2016), ‘Behind the Scenes of an OCR Decision in New Zealand, Reserve Bank of
New Zealand Bulletin, 79(11), pp 3-15.

Rogers L (2013), ‘A New Approach to Macro-Prudential Policy for New Zealand, Reserve Bank of
New Zealand Bulletin, 76(3), pp 12-22.

Russell S (1984), ‘Monetary Policy since the Change in Government, Reserve Bank of New Zealand
Bulletin, 47(9), pp 467-468.

Sherwin M (1999), ‘Inflation Targeting: 10 Years on, Reserve Bank of New Zealand Bulletin, 62(3),
pp 72-80.

Silverstone B (2014), Inflation Targeting in New Zealand: The 1987 Reserve Bank Survey Questionnaire
and Related Documents; University of Waikato Working Paper in Economics 11/14.

Singleton J, A Grimes, G Hawke and F Holmes (2006), Innovation and Independence: The Reserve
Bank of New Zealand 1973-2002, Auckland University Press, Auckland.

Svensson LEO (1997), 'Inflation Targeting in an Open Economy: Strict or Flexible Inflation Targeting?,
Reserve Bank of New Zealand Discussion Paper G97/8.

Svensson LEO (2001), 'Independent Review of the Operation of Monetary Policy in New Zealand:
Report to the Minister of Finance, February.

Wadsworth A (2017), ‘An International Comparison of Inflation-Targeting Frameworks, Reserve Bank
of New Zealand Bulletin, 80(8), pp 3-34.

Wheeler G (2013), ‘Decision Making in the Reserve Bank of New Zealand, Speech given at the
University of Auckland Business School, Auckland, 7 March.

Williams R (2017a), ‘Business Cycle Review: 2008 to Present Day, Reserve Bank of New Zealand
Bulletin, 80(2), pp 3-22.

Williams R (2017b), ‘Characterising the Current Economic Expansion: 2009 to Present Day, Reserve
Bank of New Zealand Bulletin, 80(3), pp 3-22.

CONFERENCE VOLUME | 2018

23



24 RESERVE BANK OF AUSTRALIA



Credibility, Flexibility and Renewal:

The Evolution of Inflation
Targeting in Canada

Thomas J Carter, Rhys Mendes and Lawrence L Schembri*

1.  Introduction

In February 1991, Canada became the second country, after New Zealand, to adopt an
inflation target as a central pillar of its monetary policy framework, along with a flexible
exchange rate? Its main purpose was to achieve price stability in the form of low, stable
and predictable inflation. At the time, price stability was seen as the main contribution that
monetary policy could make to achieving the Bank of Canada'’s (BoC) mandate 'to promote
the economic and financial welfare of Canada’, a view which experience has since only
strengthened.?

The inflation-targeting regime proved much more successful than expected in achieving
price stability. In contrast to the high inflation witnessed in the 1970s and 1980s, inflation
has averaged just below 2 per cent since its adoption. Because of this success, inflation
expectations have become very well anchored at the BoC's 2 per cent target, and this
credibility has increased the effectiveness of monetary policy as a countercyclical tool. The
resulting monetary policy framework has allowed Canada to chart a course for monetary
policy independent of that of the United States and to adjust to various shocks more smoothly,
including the sizeable commaodity price movements that took place over this period. Overall
economic performance has improved, with lower and less volatile interest rates and steadier
employment and output growth.

The purpose of this paper is to review the Canadian experience with inflation targeting, then
distil and analyse some key observations and lessons learned, especially those that are unique
to Canada. Based on these findings and important trends in the global economy, the paper
also examines the issues likely to shape the future of inflation targeting, monetary policy
frameworks and central banking more generally.

The success of the inflation-targeting regime in Canada owes much to three important
factors that have underpinned its credibility from the outset. The first is the simple, readily
understood and consistently applied specification of the inflation target, which, since

* We thank Robin Brace, Vivian Chu, Katerina Gribbin, Laura Murphy, Zhi (Renée) Pang and Pujan Thakrar for superb research
assistance. We also thank Bob Amano, José Dorich and John Murray for some very helpful input. In addition, we note that
Section 2 of this paper draws on ongoing work by Amano, Carter and Schembri examining the processes through which central
banks in Canada and other countries review and renew their respective monetary policy frameworks.

1 Formally, the inflation target is described as an ‘inflation-control target’ (italics added) in joint agreements between the Bank of
Canada and the government, but in common usage, the word ‘control’ has largely disappeared.

2 Canada has operated under a flexible exchange rate since mid 1970 and had previously done so over the years 1950-62.

3 Bankof Canada Act 2017 at <https://laws-lois justice.gc.ca/eng/acts/B-2/>.
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adoption, has taken the form of a point target for annual consumer price index (CPI) inflation,
with a surrounding symmetric control range reflecting the normal volatility of inflation. In
particular, the target has been specified as the 2 per cent midpoint of a 1-3 per cent control
range since 1995. The 2 per cent midpoint has thus served as an important focal point to
coordinate and anchor inflation expectations throughout the economy. The specification of
the target has also allowed the BoC to better communicate its goals and explain its conduct,
thereby enhancing transparency and accountability.

Another factor contributing to the success of the inflation-targeting regime relates to its
governance. From its inception, the regime has been based on an agreement between the
BoC and the Government of Canada that grants the BoC de facto operational independence
while emphasising that inflation control ultimately remains a joint duty of both parties. In
other words, non-monetary policies, primarily fiscal policy, but also including financial
regulation and supervision, must be coherent with the achievement and maintenance of
the inflation target. This governance framework is an important theme of the paper because
it has contributed to the success of the regime by enhancing the political legitimacy and
credibility of the target.

The third and final key factor is that the regime is regularly subject to a formal and transparent
review-and-renewal process. These renewals, which started in earnest in 2001 and have since
occurred every five years, have led to continual improvement on the basis of accumulated
experience and understanding, especially with respect to the operational aspects of the
regime’s implementation. They have also provided the BoC and government with regular
opportunities to affirm the specification of the target and their joint commitment to it.

These three factors have helped to anchor inflation expectations around a credible target,
and this anchoring has in turn made it easier for monetary policy to stay on target, setting
a powerful virtuous cycle into motion. An additional benefit is that well-anchored inflation
expectations leave monetary policy with greater flexibility to take account of its impacts
on output and employment variability, as well as financial stability. In Canada, this flexibility
has been operationalised as flexibility over the horizon at which monetary policy aims to
return inflation to target. This proved essential in facilitating the BoC's response to the global
financial crisis (GFC) and other large shocks.

While monetary policy was not the root cause of the GFC, which stemmed instead from
massive regulatory and supervisory failures in core economies, the crisis nonetheless brought
central banks and their monetary frameworks under increased public scrutiny. The depth
and length of the ensuing Great Recession only intensified this scrutiny, and important
economic developments — primarily lower equilibrium real interest rates and relatively high
debt burdens in certain sectors — now present monetary policy with significant challenges.*
While inflation-targeting frameworks have generally fared well over the past two decades,
confronting these and other challenges will not be straightforward. To remain successful,
inflation-targeting central banks should, among other things, give careful thought to steps

4 See Schembri (2018) for more detail on the implications of these and other notable economic developments for the Canadian
monetary policy framework.
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that can be taken to refine and strengthen their policy frameworks, widen their toolkits and
best ensure complementarity with other macrofinancial policies.

The remainder of the paper is organised as follows. Section 2 provides a chronological review
of the Canadian inflation-targeting experience, focusing on key themes that we feel are
unique to this experience. We also elaborate on the factors that led to the framework's
establishment and the details of its governance. Section 3 highlights key lessons learned from
the Canadian experience to date, which we illustrate using ToTEM Ill, the most recent iteration
of the BoC's main structural model. Specifically, we use a series of policy simulations to
illustrate the importance of credibility for the overall effectiveness of monetary policy and the
practical usefulness of flexibility in the horizon at which policymakers aim to return to target,
among other key themes. Section 4 then considers the future of the Canadian monetary
framework, with emphasis on the policy options available to best ensure macroeconomic
resilience in the face of the challenges posed by the developments emphasised above. The
final section offers some brief concluding remarks.

2. Evolution of the Inflation-targeting Framework and the
Renewal Process

2.1 Historical context

The history of inflation targeting in Canada can be traced back to June 1970, when Canada
left the Bretton Woods system to allow the exchange rate to adjust to inflationary pressures
then building abroad.® This departure left the BoC in need of a target that could replace the
exchange rate as a nominal anchor for monetary policy. The first such target with which
the BoC experimented was the M1 money stock, beginning in 1975. Though the BoC was
generally successful in achieving its money growth targets, the intended pass-through to
inflation proved elusive: total CPI inflation averaged nearly 8 per cent from 1975 through
to the targeting framework’s abandonment in 1982 (Figure 1); and expectations of high
inflation became so entrenched that the decline in inflation witnessed soon after could
only be achieved at the cost of a sharp tightening of monetary policy and a consequent
deep recession.

Several factors contributed to this relatively poor record, not least a series of financial
sector innovations that severed a previously stable link between M1 and aggregate
demand.® Other contributing factors included lax fiscal policy at the federal and provincial
levels, along with oil price shocks. To be clear, these factors were not unique to Canada.
In fact, after the collapse of Bretton Woods in the early 1970s, many advanced economies
underwent similarly disappointing experiments with money growth targeting and, thus,
found themselves similarly situated in the 1980s, searching for new targets around which

5 Similar concerns motivated an earlier departure in 1950 in response to rising commodity prices and capital inflows. Canada then
returned to Bretton Woods 12 years later, in 1962. See Bordo, Dib and Schembri (2010) for details.

6 Asthen Governor Gerald Bouey famously put itin testimony to Parliament: ‘We did not abandon M1, M1 abandoned us.' (Bouey,
as cited in Thiessen (2000)). See also Thiessen (1983).
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their respective monetary policies could be organised. In Canada, this search touched on
a wide range of potential replacement targets, including broader money aggregates and
antecedents to what is now known as nominal gross domestic product (GDP) and price level
targeting. Unfortunately, none of these candidates were ultimately assessed to be up to the
task at hand (Longworth and Poloz 1986; Caramazza, Hostland and Poloz 1990; Duguay and
Longworth 1998).

Figure 1: CPI Inflation
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In 1988, then Governor John Crow used the occasion of his Hanson Memorial Lecture at the
University of Alberta to argue for directly targeting price stability itself (Crow 1988). Crow
opted not to provide a quantitative definition of ‘price stability’, nor a view on how a target of
this sort might be operationalised — indeed, economic theory was far from the point where
these issues could be tackled with much confidence, and the BoC could not yet look to any
of its peer institutions around the world for practical examples in action. The Hanson Lecture
thus served as a signal of the BoC's intentions to rein in inflation, then running over 4 per cent,
though the contours of the framework that would ultimately implement those intentions
had yet to be specified.

2.2 The 1991 agreement

The situation changed in 1991 when Canada became the second country to adopt a formal
inflation-targeting regime, following a precedent set by New Zealand one year earlier. The
new regime was established in a short, non-legislative agreement between the BoC and
the Government of Canada, the latter represented by the Department of Finance. Under
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the target path, year-over-year CPl inflation, then exceeding 6 per cent, would gradually fall
to 2 per cent by the end of 1995, with a control band of plus or minus 1 percentage point
around each of the path’s milestones.

That the inflation-targeting framework was presented as a joint agreement between the BoC
and government distinguished it from the money growth-targeting regime discussed above,
which the BoC had announced independently. In fact, inflation targeting was first introduced
to the public as part of that year's federal budget speech. Moreover, a press release issued
after the speech acknowledged that a ‘range of public policies besides monetary policy
can make a significant contribution [to achieving the target path]’ (Bank of Canada 1991b)./
These signals that the target enjoyed a high degree of government endorsement likely
contributed to the success with which the BoC subsequently disinflated since the task of
reducing inflation is easier when firms and households understand the target path, perceive
it as credible and adjust their expectations accordingly. A high degree of credibility would
have been difficult to achieve absent some form of political agreement, especially in light of
the large deficits that the government was running at the time ®

Though the agreement provided no targets for the post-1995 period, the aforementioned
press release noted that ‘the objective would be further reductions ... until price stability is
achieved'? In addition, a background document released at the time of the announcement
outlined the broad case for price stability as a long-run goal (Bank of Canada 1991a), arguing
that ‘inflation creates uncertainty, requires households and businesses to divert resources
away from productive endeavours and is socially unjust’. In contrast, price stability would
allow the economy to ‘operate more fairly and more productively’.

2.3 The 1993 extension

Thelonger-run questions that the 1991 agreement tabled for later consideration came back to
the fore in late 1993. This owed to a confluence of two events: an election saw the government
that had signed the agreement replaced only months before Governor Crow's term was due to
expire in January 1994.° Crow and the new Minister of Finance disagreed on the inflation rate
that should be targeted post 1995, with Crow viewing the goal as a rate ‘clearly below 2 per
cent, while the Minister preferred that the 2 per cent target for 1995 be extended.

7 This point was reinforced in November of the same year, when a parliamentary subcommittee began exploring issues related
to the inflation-targeting framework. One of the subcommittee’s main conclusions was to recognise price stability as a key
objective for monetary policy while maintaining that it should remain a joint duty of the BoC and government: ‘[m]onetary
policy should continue to be formulated and conducted by the Bank of Canada, with ultimate responsibility resting with
the federal government’ (Canada, House of Commons 1992, p xvii). In particular, they argued against an earlier proposal that
price stability be enshrined as the BoC's sole legislative mandate, in part on the grounds that ‘fiscal authorities at all levels of
government would soon interpret this as a licence to shun any responsibility for inflation control’ (p 22).

8 In addition, a 1967 amendment to the Bank of Canada Act gave the Minister of Finance the ability to issue the Governor a
binding written directive if the two encountered irreconcilable differences concerning monetary policy. However, this power
has not been exercised to date and entails large political costs to the extent that the directive must be made public in the
Canada Gazette and would likely trigger the Governor's resignation.

9 Italso noted that research to that point favoured an operational definition of price stability that was ‘clearly below 2 per cent’.

10 Though the inflation-targeting framework had not itself been a major issue on the campaign trail, the leading opposition party
had expressed regular criticism of the BoC for pursuing what they characterised as overly tight policies.
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This impasse ultimately precluded Crow's reappointment and instead saw Gordon Thiessen
appointed as the BoC's sixth Governor. In a joint statement released at the time of the
appointment, the government and BoC announced a new agreement which extended the
2 per cent target through to 1998 while deferring a decision on the appropriate ‘long-run
monetary policy goal’ (Bank of Canada 1993).

24 The 1998 renewal and important operational reforms

Language very similar to that in the 1993 extension appeared in the next agreement, which
took place in 1998 and extended the 2 per cent target through to 2001, further postponing
a determination of ‘the appropriate long-run target’ (Bank of Canada 1998). The decision to
allow the status quo to continue owed largely to the strong track record that the framework
had then accumulated: since passing the first target milestone in late 1992, CPl inflation had
averaged 1.5 per cent up to the time of the 1998 agreement, spending nearly 70 per cent of
that interval inside the control band. An aggressive fiscal retrenchment initiated at the federal
level in 1995 also served to enhance the credibility of the target over this period.

The combination of an increasingly credible inflation target and stronger fiscal situation
helped to bolster the economy’s resilience during this period. On this point, an instructive
example can be gleaned from a brief comparison between Canada’s experiences during
the 1994 Tequila crisis on one hand and the 1997 Asian financial crisis and 1998 Russian debt
crisis on the other. The global flight to safety associated with the 1994 Tequila crisis proved
punishing for the Canadian dollar as foreign investors seized on unflattering parallels between
the Canadian and Mexican fiscal situations." In fact, the above-noted fiscal retrenchment was
largely motivated by a need to assuage external concerns about fiscal sustainability, which
up till then had weighed on the credibility of monetary policy. In contrast, the downward
pressure that the 1997-98 crises brought to bear on the Canadian dollar was largely judged
to stem from fundamental forces, namely declines in global commodity demand and prices,
rather than portfolio shifts driven by concerns about fiscal sustainability. The relatively orderly
depreciation that ensued thus helped to insulate the economy from these forces, consistent
with the textbook ‘shock absorber’ role of a flexible exchange rate. The growing credibility
of monetary policy, owing in part to the fiscal consolidation, also played a role in enabling
the stimulative policies that the BoC pursued in the mid 1990s, when Canadian interest rates
fell well below their American analogues, a previously unthinkable occurrence. In contrast,
attempts at stimulus earlier in the decade often ran a risk of being interpreted as a sign of
weakness in the BoC's inflation-fighting resolve, if not the first step toward some form of
subordination to fiscal priorities.”

11 An editorial in The Wall Street Journal ('‘Bankrupt Canada?’, 12 January 1995, p A14) went so far as to declare Canada ‘an honorary

member of the Third World’, and Moody's downgraded Canada'’s credit rating twice over the 1994-95 period. In some circles,
the Canadian dollar was described as the ‘Northern peso’.

12 Seein Laidler and Robson (1993, pp 101-104) for an example from 1990. Freedman (2001, p 13) provides an insider’s perspective
on the constraints that this issue placed on Canadian monetary policy in the early 1990s:

On a number of occasions, especially in the first half of the 1990s, the [BoC] would have preferred easier monetary conditions (or at
least wished to avoid the tighter monetary conditions that emerged), but financial market outcomes were inconsistent with the [BoCl's
desired track ... efforts to aggressively lower very short-term interest rates would have risked undermining confidence in Canadian
dollar-denominated assets and causing interest rates further out the yield curve to increase—a counterproductive outcome.
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In many ways, the 1998 renewal marked the end of the first phase of inflation targeting in
Canada. The framework had performed better than expected despite sizeable shocks, and
the economy was enjoying a period of strong growth. The accumulating years of experience
also afforded an opportunity to reflect on the framework’s strengths and weaknesses. One
important realisation was that the target'’s clarity and simplicity made it easier for the BoC to
communicate its decision-making to the public, which then helped to enhance the target’s
credibility and the general effectiveness of monetary policy. At the same time, an explicit
target made it easier for the public to hold the BoC accountable for its performance and this
increased accountability necessitated more transparency and effective communication from
the BoC. In short, the public’s demand for transparency was rising at precisely a time when
the BoC found it advantageous to increase supply.

For these reasons, the years leading up to the 1998 renewal saw a series of changes in the
operational aspects of the framework, many of them oriented toward better exploiting
communication as a tool of monetary policy.® For example, 1995 saw the BoC issue its
first Monetary Policy Report, a publication that aims to explain the BoC's economic outlook
and policy decisions.” The transparency and simplicity of the policy-setting process also
improved, starting with a phase-out of statutory reserve requirements over the 1992-94
period, followed by a 1994 decision to begin communicating monetary policy in terms of
an explicit operating band for the overnight rate.® The latter policy was then bolstered by
a 1996 decision that changes in the band should always be accompanied by explanatory
press releases. A further step in this general direction would later occur in 2000, when the
BoC established a set of fixed announcement dates for policy rate decisions, in contrast to
the more ad hoc approach pursued earlier. In addition to making policy more predictable,
this had the benefit of better enabling the BoC to chart a course for Canadian monetary
policy independent of that in the United States, while the previous system had sometimes
produced episodes when rate decisions immediately followed those of the Federal Reserve. 1®

2.5 The 2001 renewal and supporting research program

Over the mid and late 1990s, the academic literature on inflation targeting matured
considerably. Among its themes were two factors that potentially favoured a target higher
than 2 per cent, namely downward nominal wage rigidity (DNWR) and the effective lower
bound on nominal rates (ELB)."” BoC staff initiated research projects aiming to explore these

13 Indeed, Bernanke et al (1999) identify the strong emphasis on transparency and clear communication during this period as one
of the BoC's main distinguishing features when compared against other early inflation targeters.

14 The Report was initially published biannually, then it switched to its current quarterly schedule in early 2000.

15 From 1980 through 1996, the so-called ‘Bank rate’, meaning the minimum rate at which financial institutions could borrow
overnight from the BoC, was set 25 basis points above the average yield set in weekly auctions of 3-month Treasury bills. When
the BoC first began emphasising the operating band for the overnight rate in mid 1994, the two approaches briefly coexisted
until February 1996 saw the Bank rate directly equated with the top of the operating band, thus allowing 3-month rates to
become more responsive to market conditions.

16 Indeed, Champagne and Sekkel (2017) compare the periods 1974-91 and 1992-2015 and find that Canadian monetary policy in
the latter period was much less responsive to changes in the federal funds rate and USD/CAD exchange rate. The improvements
in transparency described in the main text are also consistent with their observation that the latter period generally witnessed
smaller monetary policy shocks.

17 See Summers (1991), Akerlof, Dickens and Perry (1996), Fischer (1996) and Krugman (1996, 1998).
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topics in greater detail. Though most of these projects were still works in progress at the time
of the 1998 agreement, a series of articles and working papers were released leading up to
the 2001 renewal. The findings of this research pointed toward modest costs of DNWR and
the ELB. When the BoC and the government ultimately agreed to extend the 2 per cent target
through to 2006, the decision was partly based on these results, coupled with the BoC's view
that the wider literature supported similar conclusions.

For this renewal, the BoC organised and conducted an extensive research program to
systematically address key framework questions. In contrast to previous extensions, the 2001
agreement was circulated along with a series of background documents in which the BoC
explained its reasoning at some length (Bank of Canada 20013, 2001b, 2001c). The background
documents also provided a substantial amount of operational information, including an
announcement of a change in the BoC's preferred measure of core inflation, along with a
clarification that policymakers placed emphasis on hitting the midpoint of the symmetric
control range, stressing that the band was not a ‘zone of indifference’’®

These are not the only important respects in which the 2001 agreement differed from
previous rounds. Another distinguishing feature was its longer five-year term through to the
next renewal in 2006. The 2001 agreement was also the first to avoid any specific reference
to ‘price stability’, re-interpreting the objective as ‘low, stable and predictable inflation’
(Department of Finance Canada 2001). Gone as well was the suggestion that the longer-run
form of the targeting framework was a question that would be decisively settled at some
point, rather than one that could be revisited on an ongoing basis. In general, the 2001
agreement stands out as a departure from the relatively ad hoc renewals of the 1990s in
favour of the more transparent, deliberate and research-oriented approach that has since
been pursued.

2.6 The 2006 renewal and emerging emphasis on horizon
flexibility

Following on the precedents set by the 2001 renewal, the remainder of the early 2000s saw
the BoC identify three issues that warranted research in advance of the next agreement:
(i) the horizon at which policymakers should aim to return inflation to target; (i) the extent
to which monetary policy should respond to asset price movements; and (jii) the usefulness
of core inflation as a guide for monetary policy. The level of the target was, thus, not a major
theme of the 2006 renewal, which ultimately extended the 2 per cent target through to 2011.
Nonetheless, the conclusions reached regarding all three of these issues had strong bearing
on the shape of the targeting framework.

For example, the firstand second of these issues proved to be linked in important ways. While
a background document (Bank of Canada 2006) reaffirmed a view expressed in earlier rounds
that the lags associated with monetary transmission generally favoured a six- to eight-quarter

18 The new measure of core inflation was called CPIX and excluded the eight most volatile components of the CPI, namely fruits,
vegetables, gasoline, fuel oil, natural gas, mortgage interest, intercity transportation and tobacco products. It also excluded the
effect of indirect taxes on all other components.
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target horizon, it now added a caveat that some shocks, crucially including large asset price
movements, may ‘have more long-lived effects ... and might, therefore, require a longer
time horizon'" Indeed, the renewal’s broader take on asset prices was that they generally
warranted attention only to the extent that they provided information about future output
and inflation, though large asset price shocks might require ‘sacrificing something in terms
of inflation performance over the usual horizon"in return for ‘greater financial, economic, and
inflation stability over a somewhat longer horizon'.

This willingness to introduce more flexibility into the policy framework, operationalised
as adjustments in the target horizon, owed in no small part to the fact that the early and
mid 2000s witnessed a firm anchoring of inflation expectations despite a variety of shocks
(Figure 2). These shocks included 9/11 and the US dot.com recession, along with a steady
and significant rise in commodity prices beginning around the time of China’s 2002 entry
into the World Trade Organization (Figure 3). Much as during the 1997-98 crises described
earlier, the firm anchoring of inflation expectations around an increasingly credible target
made it possible for the flexible exchange rate to adjust smoothly to higher commodity
prices, effectively facilitating the necessary economic adjustments.

Figure 2: Inflation Expectations
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19 For this reason, inflation targeting as practised in Canada bears many similarities to inflation forecast targeting a la
Svensson (1997).
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Figure 3: Commodity Prices and Real Exchange Rate
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2.7 The global financial crisis and 2011 renewal

The next renewal was heavily influenced by the GFC and its aftermath. While Canadian
financial institutions weathered the crisis relatively unscathed, thanks in part to the strength
of the regulatory and supervisory framework, the wider fallout quickly triggered a collapse
in global trade and commodity prices. This ultimately led to Canada’s first recession in nearly
20 years, one whose depth necessitated an extraordinary response from policymakers.

On the monetary side, this response involved maximal conventional stimulus and a year-long
experiment with conditional forward guidance. The BoC enacted more than 4 percentage
points’ worth of conventional easing between December 2007 and April 2009, when the
overnight rate reached the ELB, then assessed at 25 basis points. At that point, the BoC issued
a commitment to maintain the overnight rate at this level through to the end of June 2010,
conditional on the outlook for inflation.?? Medium- and long-term inflation expectations
crucially remained anchored throughout the episode, and fiscal policy also provided strong
stimulus at the federal and provincial levels. By the time of the 2011 renewal, Canada was
the only G7 country to have recovered all the output and jobs that it lost during the global
downturn, and policymakers began to implement a series of G20 financial sector reforms that
further enhanced the resilience of the Canadian financial system. This reduced the likelihood

20 A Monetary Policy Report (Bank of Canada 2009) issued soon thereafter outlined other unconventional policies with which the
BoC would consider supplementing the conditional commitment, though these ultimately did not prove necessary. See Bank
of Canada (2015) for an update on the BoC's framework for conducting monetary policy at low interest rates.
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and impact of future crises, along with the frequency of ELB episodes to the extent that these
episodes are often triggered by financial crises.”’

While the 2006 renewal had already specified issues to be explored leading up to 2011,
the experiences described above naturally prompted changes in the research agenda. The
relationship between monetary policy and financial stability was added as a new research
theme. Meanwhile, the two issues identified in 2006, namely the merits of a lower target or a
switch to price level targeting (PLT), both took on new colour as policymakers revisited their
assessments of the frequency and cost of ELB episodes.

BoC research indicated that a lower inflation target would likely lead to superior economic
outcomes during periods when the ELB was not binding, but at the same time it would
increase the likelihood of hitting the ELB. Consequently, the net benefit of a lower target
was uncertain. Considerable uncertainty also surrounded the potential benefits of PLT. Its
theoretical stabilising effects proved dependent on strong assumptions regarding the
rationality of private sector expectations and credibility of the new framework — credibility
which could, in practice, prove more difficult to secure than had been the case for the
inflation-targeting framework. Moreover, the bar for change on both fronts was high, given
the established regime’s own credibility and success in anchoring inflation expectations. The
BoC and the government thus opted to extend the 2 per cent inflation target through to 2016.
However, a background document (Bank of Canada 2011) acknowledged that the benefits
and costs surrounding these issues might change in the future as policymakers accumulated
more experience with non-conventional monetary policies and the above-noted financial
sector reforms.

As for the relationship between monetary policy and financial stability, the background
document began by recognising that the crisis emerged from financial imbalances that had
accumulated during the relatively quiescent years of the early and mid 2000s. This experience
suggested that ‘macroeconomic stability ... does not guarantee financial stability’. Moreover,
the asset price movements that were a focus of the 2006 renewal did not represent the only
form that financial vulnerabilities might take. On the contrary, ‘experience has underlined
the importance of focusing on indebtedness [i.e. leverage] ... as a defining feature of
dangerous financial imbalances’. While micro and macroprudential tools are best suited
to mitigating these vulnerabilities, the BoC acknowledged that the vulnerabilities might
occasionally necessitate monetary responses above and beyond those dictated by their
direct implications for output and inflation over the usual target horizon, especially in cases
‘where imbalances pose an economy-wide threat and/or where the imbalances themselves
are being encouraged by a low interest rate environment’. In addition, if an exceptional
response was warranted, then the horizon flexibility emphasised in the 2006 renewal would
play a key role in enabling it.

21 For details, see Schembri (2013).
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2.8 The 2016 renewal

The 2016 renewal tackled three questions: (i) whether the inflation target should be raised
to a level somewhat higher than 2 per cent; (i) to what extent monetary policy should be
used to address financial stability concerns; and (iii) how best to measure core inflation for
the purpose of monetary policy.

The first question was largely motivated by mounting evidence that neutral policy rates had
fallen substantially in many advanced economies, implying a higher likelihood of hitting
the ELB, all else being equal. Additional motivation for the adoption of a higher target arose
from concerns about the use of unconventional monetary policies in the post-GFC period,
typically when policy rates were at or close to the ELB. While empirical evidence suggested that
unconventional policies had indeed proven reasonably effective in easing monetary conditions,
espedcially as central banks became more experienced with their use, they nonetheless attracted
criticism for distorting financial markets and asset prices, unduly expanding the central banks'
balance sheets and blurring the distinction between monetary and fiscal policy.

Estimates of the ELB were also revised down over this period as several central banks began
experimenting with negative policy rates as a source of additional stimulus. Overall, the
experience with unconventional policy at or near the ELB was judged sufficiently positive to
conclude that the additional benefits that a higher inflation target had to offer would likely
not outweigh the associated costs. A higher target would likely entail a greater distortion
of relative price signals, along with possible adverse distributional effects and the risk that a
higher target might prove less credible.”?

At the same time, renewed interest in the question of whether monetary policy should address
financial vulnerabilities stemnmed from post-crisis experience that financial vulnerabilities had
increased in an environment characterised by ‘low for long' interest rates. While borrowing,
risk-taking and higher asset prices were intended consequences of monetary stimulus,
concerns arose regarding whether these vulnerabilities had become excessive.

On this front, some analysis indicated that the role that monetary policy had to play in
ensuring financial stability had likely diminished since the time of the 2011 renewal. This
was due to a comprehensive set of G20- and Financial Stability Board-sponsored reforms
that had increased the overall resilience of the global financial system, coupled with a series
of macroprudential measures with which the Canadian government had aimed to lower
household debt and mitigate various housing market vulnerabilities. Moreover, research
at the BoC and elsewhere suggested that the inherently blunt nature of monetary policy
implied that it could likely only deliver a marginal impact on financial vulnerabilities at the
cost of extreme variability in output and inflation (e.g. Svensson 2016). While the balance
of the evidence thus militated against active use of monetary policy to address financial

22 With regard to distributional effects, we note that higher inflation could prove socially unjust to the extent that households
with lower or fixed incomes may have trouble adequately hedging their finances against inflation or securing the higher
nominal wages needed to maintain real purchasing power. For example, Fung, Huynh and Stuber (2015) show that lower-
income households in Canada tend to rely more heavily on cash for their transactions. Distributional effects would also likely
arise during the transition between targets, given that nominal assets and liabilities are not evenly distributed in the economy
(Amano, Carter and Terajima 2017).
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stability considerations, the renewal nonetheless noted that central banks should be mindful
of the impact of monetary policy on financial vulnerabilities, especially in an environment
of persistently weak demand where interest rates are likely to be low for prolonged periods.
More specifically, central banks should be flexible about the horizon over which they aim
to return inflation to target to avoid unduly increasing vulnerabilities or triggering instability
through a sudden hike in interest rates.

As for the final question regarding the measurement of core inflation, the BoC did extensive
research on several candidate measures and ultimately found that three dominated in terms
of performance against key criteria, namely CPl-common, CPI-trim and CPI-median. The BoC
thus decided to adopt all three measures to better reflect the uncertainty associated with
measuring underlying inflation. If anything, any spread between these measures would
provide a useful gauge of this uncertainty.

3. Lessons Learned

Itis no exaggeration to say that the inflation-targeting framework has performed much better
than initially expected, despite large external shocks and pronounced cycles in commodity
prices. Total CPI inflation has averaged 1.9 per cent since the framework was first adopted,
and both inflation and inflation expectations have generally held close to target since the
late 1990s, apart from discrete episodes associated with the GFC and its aftermath, along
with the 2014-15 collapse in commodity prices.?

In this section, we highlight three aspects of the targeting framework that have played key
roles in enabling this record:

1. Aclearand simple 2 per cent target that was readily understood by the publicand served as a
Schelling (1960)-style focal point to coordinate economic decision-making while improving
the reliability of price signals.?#?

2. Ajoint agreement with the government that:
i.  endowed the target with political legitimacy, thus enhancing its credibility;

ii. provided the BoC with operational independence to direct its tools toward achieving
the target; and

ii. servedasamechanism for promoting coherence between monetary policy, including
exchange rate policy, and the other parts of the overall policy mix.*

3. A regular review-and-renewal process that led to continual improvement in our
understanding of the framework and its specification and operation.

2

w

While other advanced economies also experienced moderations in the level and volatility of inflation over the period in
question, Beaudry and Ruge-Murcia (2017) provide evidence that the Canadian experience compares favourably with that of
Australia, New Zealand and Sweden, along with the United States and United Kingdom.

24 Indeed, an overwhelming majority of participants in the ‘Canadian Survey of Consumer Expectations’ report that they
understand the concept of inflation. See Gosselin and Khan (2015) for details.

2

o

Prices are more likely to convey information about real fundamentals when the target is consistently achieved and understood
by the public, ultimately leading to a more productive allocation of resources. Similar mechanisms operate in, for example,
Hellwig (2005), Mendes (2008, ch 3) and Lorenzoni (2010).

2

o

See Poloz (2016) for details on the need for coherence between monetary and fiscal policy in particular, along with a view that
the inflation-targeting agreement served as an implicit mechanism for fostering this coherence.
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Together, these ingredients have helped to anchor inflation expectations around an
increasingly credible target. To the extent that this anchoring then made it easier for the
BoC to stay on target going forward, they also set in motion a virtuous cycle of the sort

depicted in Figure 4.

Figure 4: Anchored Expectations and the Success of Inflation Targeting
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We stress that these ingredients have not delivered low, stable inflation at the cost of a
deterioration in real economic outcomes. On the contrary, Figure 5 compares the economy’s
experience under inflation targeting against that of the preceding two decades and indicates
that output growth and short-term interest rates have both become less volatile, while
BoC estimates associate most of the relatively modest decline in average output growth
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with changes in potential. One factor contributing to the framework’s relatively strong
performance on the real side is that well-anchored inflation expectations leave monetary
policy with more scope and flexibility to stimulate the real economy when necessary. For
example, the BoC could likely not have supplied the unprecedented amount of stimulus that
it marshalled in response to the GFC had Canadians entered that juncture with less confidence
in policymakers’ commitment to the 2 per cent target. In addition, this and other rounds of
stimulus were likely more effective to the extent that well-anchored inflation expectations
enabled a given reduction in nominal rates to translate more directly into lower real rates.

Figure 5: Macroeconomic Outcomes before and after 1991
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3.1 lllustrative simulations using ToTEM llI

We use the remainder of this section to illustrate some of these points in the context of
ToTEMIII, the current version of the BoC's main structural model. TOTEM lIlis an open economy
New Keynesian model whose main distinguishing feature relative to previous iterations is
that it includes elaborated housing and collateralised household debt markets, allowing it
to capture a range of interactions between household balance sheets and macroeconomic
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outcomes.” We focus on the model’s solution when the central bank sets the policy rate under
full commitment, subject to one of three ad hoc loss functions. The first two take the form

aﬂ(wt —7?)2 +ay(y{ —)7[)2 + oy, (’} —/'H)2 1
where m, and T respectively denote inflation and its target value; y, and y, respectively
denote (the logarithms of) actual and potential output; and j, denotes the policy rate. We
specifically consider weights (aw,ay,aA,):U 5,05,05) and (aw,ay,%,):ﬂ.0,1.0,0.5). In
addition, we consider a loss function that departs from the latter, more balanced weights by
attaching some small value to stabilising household debt:

(10-05¢)(m, — )’ +(1.0-05¢)(y, ~7,)' +05(, i, +¢(d, —d) @
where ¢ is a small number, while d, denotes (the logarithm of) household debt, with
steady-state value d. Table 1 reports key moments under these loss functions and various
versions of the model. We also report mean and median target horizons, computed using
the method in Coletti, Selody and Wilkins (2006), which involves making repeated draws from
the joint distribution of shocks, then calculating the number of quarters needed to return
to within 10 basis points of target, assuming that no further shocks arrive. The interquartile
range of the resulting distribution of target horizons has been included as well.

Panel Ain the table focuses on a baseline version of the model. It crucially assumes that agents
always perceive the inflation target as credible, leaving long-run inflation expectations well
anchored. In contrast, Panel B considers an illustrative counterfactual under which negative
(positive) supply shocks lead a certain portion of price and wage setters to temporarily
perceive a target somewhat higher (lower) than that actually pursued by policymakers.?®
The counterfactual thus aims to capture one — though certainly not all - of the channels via
which low credibility and weakly anchored expectations might hamper monetary policy.
As shown in the table, this channel leads to a sizeable increase in macroeconomic volatility,
along with a widening of the target horizon.

27 For details, see the appendix in Bank of Canada (2017).

28 Formally, we allow rule-of-thumb price setters, who normally behave in a manner similar to that in Gali and Gertler (1999), to
perceive a target @/ that sometimes differs from the actual target 7, with the gap 77 —7 assumed to follow an AR(1) process
with innovations proportional to a convex combination of the underlying innovations in the model’s supply shocks. The model
also features rule-of-thumb wage setters, whom we treat analogously.
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Table 1: Moments and Target Horizons under Various Loss Functions

Loss function #1 Loss function #2 Loss function #3
(aﬁ’ay’aA/‘): (anlaylaA,): €=0015

(15,05,05) (1010,05) nEquation (2)
in Equation (1)  in Equation (1)

Panel A: Baseline scenario

std dev () - ppt pa 0.77 0.83 0.92
std dev (yr —7,) - ppt 1.00 0.81 0.83
std dev (i,—i._,) — ppt pa 0.80 0.92 0.92
std dev (d) — % of steady state 208 20.8 20.1
Mean horizon — quarters 56 7.1 7.8
Median horizon - quarters 6 6 7
Interquartile range — quarters 3-7 4-9 4-9
Panel B: Low credibility scenario

std dev (m) — ppt pa 0.83 0.97 104
std dev (v, —¥,) - ppt 1.17 0.88 0.90
std dev (i,—i._,) - ppt pa 0.80 0.92 0.93
std dev (d)) - % of steady state 209 208 20.1
Mean horizon — quarters 7.5 11.8 12.7
Median horizon — quarters 7 9 9
Interquartile range — quarters 4-10 5-17 5-18
Panel C: High debt scenario

std dev () — ppt pa 0.78 0.85 0.97
std dev (Yf—%) — ppt 1.13 0.95 1.00
std dev (i, —i,_,) - ppt pa 0.83 0.96 0.99
std dev (d) — % of steady state 256 255 246
Mean horizon — quarters 57 7.3 104
Median horizon - quarters 6 7 7
Interquartile range — quarters 3-8 4-9 4-12

As we emphasised earlier, one of the advantages of having expectations anchored on a
credible target is that monetary policy then enjoys greater flexibility to stimulate real activity
when necessary or to take financial stability considerations into account. Indeed, the mean
and median target horizons reported in Table 1 consistently suggest that policymakers
should be prepared to tolerate longer deviations from target when they place more weight
on stabilising the output gap or household debt. Perhaps more importantly, the breadth of
the reported interquartile ranges implies a need to do this in a relatively shock-specific way.
For example, consistent with the theory emerging from simpler New Keynesian models, we
find that target horizons in the upper part of the distribution are often associated with large
supply shocks. Large shocks to the exchange rate have a similar property, as do shocks with
a differential effect on household balance sheets in the case where debt enters the loss
function directly. See Figures 6 to 8 for some illustrative impulse responses.
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Figure 6: Negative Mark-up Shock
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Figure 7: Positive Commodity Price Shock
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Figure 8: Positive Shock to Investment in Residential Structures
Deviations from steady state

PPtPal Nominal policy pptpa Real policy PPtPal Cpf inflation
0.18 rate 0.21 - rate 0.08 -
0.12 + 0.14 ¥ 0.00 7
0.06 0.07 -0.08 |-
0.00 0.00 -0.16 |
-0.06 . . . -0.07 . . . -0.24 . . .

0 5 10 15 20 0 5 10 15 20 0 5 10 15 20

% Output gap % Exchange rate® % Household debt

0.10 04 + 1.6
0.05 ¢ 0.0 1.2 +
0.00 &_—_ 04 M 08 I
-0.05 -0.8 04
-0.10 . . . -1.2 . . . 0.0 . . .

0O 5 10 15 20 0O 5 10 15 20 0 5 10 15 20

Quarters since shock
— Loss function #1 — Loss function #2 Loss function #3
Note: (a) C$ per unit foreign currency

While the foregoing analysis illustrates the importance of flexibility, credibility and strong
anchoring of inflation expectations, Panel C of Table 1 can be interpreted as speaking to the
need for coherence between monetary policy and other parts of the broader macrofinancial
policy framework. In contrast to the baseline parameterisation in Panel A, which aims to
capture historical levels of household debt, the parameterisation in Panel C aims to capture
the higher current levels of household debt (Figure 9). We see that this rise in indebtedness
leads to an increase in volatility, especially for the output gap, along with longer-lived
deviations of inflation from target. This reflects the fact that household expenditure, including
consumption and residential investment, is more dependent on debt financing, which
then tends to amplify the feedback loop between household borrowing and house prices.
These findings therefore serve as an example of complementarity between monetary and
macroprudential policies to the extent that the latter can help to rein in household leverage
before it becomes excessive. More generally speaking, they raise important questions
about the overall policy mix that would best ensure the economy’s resilience. We elaborate
further on this issue in the next section, which shifts attention to the future of the Canadian
monetary policy framework.
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Figure 9: Aggregate Household Debt
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4.  Looking Ahead

The BoC's next renewal will take place in 2021. Though formal research topics have not yet
been selected, many of the candidates are motivated by the low neutral rates currently
being estimated for Canada and many other advanced economies. For example, while
BoC estimates placed the Canadian real neutral rate around 3 per cent in the mid 2000s,
current estimates centre around a midpoint of 1 per cent (Dorich, Reza and Sarker 2017). This
downward shift is likely to persist for an extended period, given the largely secular nature
of its underlying drivers, including slower growth in potential output, higher global savings,
lower capital intensity of production, greater demand for safe assets and demographic trends.

As mentioned earlier, the main policy challenge associated with a lower neutral rate is that
it increases the likelihood and expected duration of ELB episodes, all else being equal. For
example, if one assumes an ELB of 25 basis points, as the BoC did in the aftermath of the GFC,
then Dorich et al (2018) estimate that the unconditional probability of a binding ELB has risen
from 3 per cent in the mid 2000s to nearly 14 per cent at present. Even after accounting for
policymakers' growing openness to modestly negative interest rates, which has shifted the
BoC's assessed ELB to =50 basis points (Witmer and Yang 2016), the latter figure still stands
near 8 per cent, more than double the mid 2000s estimate.

Apart from a low neutral rate and elevated ELB risk, large debts in the household and
public sectors also stand out as important features of the medium- to long-term economic
environment (Figures 9 and 10). As explained in Poloz (2016), these are largely a consequence
of the extraordinarily stimulative monetary and fiscal policies needed to support aggregate
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demand during and after the GFC. They also raise a host of policy challenges, not least
including the limits that they likely place on the role that further borrowing can play in
supporting aggregate demand, along with a heightened risk to financial stability. In addition,
the monetary transmission process is likely to differ across high- and low-debt environments,
necessitating a careful recalibration of (even the conventional parts of) the central bank toolkit.

Figure 10: General Government Debt
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In an environment characterised by a low neutral rate and high debts, the non-monetary
parts of the overall policy mix likely have a larger role to play in stabilising the economy and
ensuring its resilience against shocks, all else being equal. For example, while discussions of
fiscal-monetary coherence in the early years of the targeting framework focused mainly on
the importance of fiscal consolidation and sustainability as preconditions for price stability,
attention has now shifted more to how countercyclical fiscal policy can best complement
monetary stimulus during periods when the policy rateis close to or at the ELB. This is especially
important since much evidence suggests that fiscal stimulus may be more powerful under
these circumstances. At the same time, the financial imbalances that may build up in low
interest rate environments create an obvious role for macroprudential tools, especially in light of
the large debts already in place, along with evidence that monetary policy is likely too blunt an
instrument to mitigate financial vulnerabilities. For example, Duprey and Ueberfeldt (2018) use
an empirical risk management model to show that monetary policy is likely to have relatively
little effect on financial stability risk when operating in a context of effective support from
macroprudential authorities, thus freeing the central bank to focus more on the containment
of macroeconomic risks, an area in which it enjoys a natural comparative advantage. Broadly
speaking, these considerations imply a strong need to ensure complementarity between the
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monetary, fiscal and macroprudential policy frameworks while respecting and preserving
the operational independence on which central bank credibility depends. In the Canadian
case, we stress that special aspects of the institutional framework already help to encourage
complementarity of this sort, not least including the highly centralised nature of federal fiscal
policy, along tradition of cooperation among macrofinancial authorities, and the above-noted
fact that inflation control is a joint duty of the BoC and government.

Heightened ELB risk also enhances the role of unconventional monetary policies. These
include forward guidance, a tool with which the BoC already has direct experience, along
with several tools, like large-scale asset purchases, funding for credit and negative interest
rates, with which other central banks experimented during and after the GFC and European
debt crisis. Despite the body of experience thus accumulated, many open questions remain
regarding the use of these tools, especially concerning their optimal coordination and relative
strengths and weaknesses. Another important question is the extent to which unconventional
monetary policies can substitute for the non-monetary measures discussed above. While this
issue was less important in Canada due to the fact that Canadian rates had already escaped
the ELB at the time that the government began withdrawing the fiscal stimulus marshalled in
the aftermath of the GFC, it proved highly relevant in other jurisdictions, where central banks’
interest in unconventional monetary policy derived partly from a perceived need to provide
stimulus independent of fiscal authorities, especially as fiscal policy in many advanced
economies began tightening around the time of the G20's 2010 Toronto Declaration.

While the unconventional policies just discussed can be incorporated into an inflation targeter’s
toolkit without necessitating some change in the overall inflation-targeting framework, the
literature has also identified alternative frameworks that may deliver superior outcomes
when nominal rates are at or near the ELB. These include the average inflation-targeting (AIT)
framework proposed by Nessén and Vestin (2005), which aims to stabilise average inflation
over a multi-year window and, thus, represents an intermediate case between pure inflation
targeting and PLT. Another possibility would be the regime-switching frameworks analysed by
Mendes and Murchison (2014) and Bernanke (2017), which involve switching to PLT at the onset
of ELB episodes, then committing to not raise rates until prices have reached the target path.

The essential feature of these alternative frameworks is that they introduce history dependence
into monetary policy, in contrast to the fully forward-looking nature of inflation targeting,
which makes no attempt to correct for past deviations from target. Going back to seminal
work by Krugman (1998) and Eggertsson and Woodford (2003), it is well known that optimal
monetary policy generally entails some degree of history dependence during and after ELB
episodes — in particular, policymakers should be prepared to respond to ELB episodes by
committing to keep rates lower for longer than a purely forward-looking analysis would imply,
since expectations of an extended period of high inflation and low nominal rates would then
help to stimulate demand through their effect on long-term real rates. A commitment of this
sort can be approximated under AIT and temporary PLT frameworks, both of which have
the property that low levels of inflation in the early phases of an ELB episode mechanically
extend the period over which agents can expect lax monetary conditions.
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Of course, a permanent shift to PLT was contemplated as part of the 2011 renewal and was
ultimately rejected due to concerns about its credibility and heavy reliance on expectational
mechanisms, among other issues. However, these concerns are somewhat mitigated in the
case of AIT and temporary PLT. For example, an oft-cited challenge to the credibility of full PLT
in small open economies is that extended periods of tight monetary policy would sometimes
be needed to unwind the price impact of large terms of trade shocks, and episodes of this sort
could prove prohibitively unpopular. Fortunately, this issue would be less of a concern under
AlT (since the offending shocks would eventually pass out of the averaging window) and
would remain entirely moot under temporary PLT due to that framework’s asymmetric nature.
The asymmetries inherent in temporary PLT also have other advantages. For example, if
credibility or expectational issues prevented temporary PLT from exerting its intended effects
on long-term real rates, then the costs associated with the periods of overly expansionary
policy that the framework would then entail would nonetheless be mitigated to the extent
that the efficient level of output is likely to exceed potential in practice.”

That said, a more radical set of recent policy proposals aims to respond to heightened ELB risk
by circumventing the ELB entirely. Though all such proposals remain highly speculative, we
briefly highlight two leading examples, namely the frameworks advocated by Agrawal and
Kimball (2015) and Goodfriend (2016), which involve introducing a time-varying exchange
rate between paper currency and some form of e-money (e.g. deposits at the central bank).
More specifically, Agrawal and Kimball (2015) argue for a time-varying fee on deposits at the
central bank’s cash window, while Goodfriend (2016) proposes fixing the quantity of paper
currency and then allowing an endogenous determination of the exchange rate.

In principle, approaches like these could deliver negative interest rates on e-money so long
as the public expects an offsetting depreciation of paper currency. However, they would also
entail a host of challenges. For example, commercial banks may be hesitant to pass negative
rates on to their retail depositors. Negative interest rates would also leave firms and households
with incentives to delay the deposit of e-money cheques or prepay e-money liabilities,
potentially including taxes. In addition, the magnitudes of the required depreciations might
trigger disruptions in the e-money-to-paper market not unlike those sometimes witnessed in
real-world foreign exchange markets. Large depreciations would also raise distributional issues
to the extent that e-money and paper currency are not evenly distributed in the economy.

To be clear, most of the policy measures discussed in this section are not mutually exclusive.
If anything, many would likely prove complementary. For example, if AIT or temporary PLT
were ultimately adopted, then the need for strong macroprudential policy would likely be
enhanced to the extent that these frameworks enable monetary policy to set rates lower for
longer than would otherwise be the case.

In summary, the foregoing discussion has identified at least four topics that warrant further
study, either in the context of the 2021 renewal or as part of the BoC's broader research
agenda, namely: (i) complementarities in the monetary, fiscal, and macroprudential policy

29 Distortions such as taxes and market power likely cause the level of potential output to be inefficiently low. Hence, a temporary
period of excess demand may be less costly than commonly assumed in analyses of monetary policy frameworks.
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frameworks; (ii) the costs, benefits, and optimal use of forward guidance, large-scale asset
purchases, credit for funding, and negative interest rates as additions to the central bank
toolkit; (i) the merits of AlT, temporary PLT, and other potential strategies for introducing
greater history dependence into the conduct of monetary policy; and (iv) the long-term
prospects for circumventing the ELB.

5. Concluding Remarks

Looking back over Canada’s more than quarter-century experience with an inflation-
targeting-based monetary policy framework, the framework has proven much more
successful than initially expected. In hindsight, we underestimated how quickly credibility
could be achieved and how effectively well-anchored inflation expectations would help to
keep inflation close to target.

The consistent application of a clear and simple 2 per cent inflation target within a symmetric
control range has proven to be a tremendous strength of the framework. The 2 per cent target,
which is now firmly ingrained in the Canadian mindset, has served as a Schelling (1960)-style
focal point for the coordination of economic decisions while improving the reliability of
price signals. In turn, the anchoring of inflation expectations has enhanced the flexibility
and general effectiveness of monetary policy, thus making the target easier to achieve and
improving overall macrofinancial outcomes.

The governance of the inflation target has played an important role in ensuring its credibility.
In particular, the underlying joint agreement committed the federal government to the target
while granting the BoC the operational independence needed to achieve it. In addition,
the agreement has served as an implicit mechanism for promoting coherence between
the monetary and non-monetary parts of the overall policy mix, including fiscal policy and
financial regulation and supervision.

At the same time, a regular and highly deliberate renewal process has provided multiple
opportunities to review the framework, conduct in-depth research on its structure and
implementation, and examine our growing experience and related theoretical work. While
the structure of the framework has largely remained intact, its operation has continually
improved as our understanding has deepened, especially regarding the importance of clear
and effective communication.

Looking ahead to the next renewal in 2021, a few ongoing economic developments pose
important challenges to inflation-targeting-based monetary policy frameworks, most
notably low neutral rates, heightened ELB risk, and high debt burdens in the household and
public sectors. The goal of the 2021 renewal will be to strengthen the Canadian framework
in the face of these developments to maintain the economy’s resilience to adverse shocks.

The academic and policy literatures have put forward several proposals for dealing with
the above-noted developments, including alternative monetary frameworks (e.g. PLT, AlT,
nominal GDP targeting) and various additions to the central bank toolkit (e.g. conditional
forward guidance, large-scale asset purchases, negative interest rates). The need to ensure a
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complementary mix of monetary, fiscal, and macroprudential policy has also received growing
attention. Clearly, there is some degree of substitutability among these three policy choice sets:
framework, toolkit, and policy mix. Moreover, a sufficiently coherent and resilience-enhancing
policy mix would imply less need to consider more radical changes to the framework or
toolkit. At the same time, some of these options, including large purchases of government
debt or substantial changes in the policy mix, raise important concerns about central bank
independence. Such concerns will also need to be examined as these options are considered
going forward.
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Twenty-five Years of Inflation
Targeting in Australia

Guy Debelle*

1.  Introduction

It has been 25 years since Australia adopted an inflation-targeting regime as the framework for
monetary policy. At the time of adoption, inflation targeting was in its infancy. New Zealand
had announced its inflation target in 1989, followed by Canada and Sweden. The inflation-
targeting framework was untested and there was little in the way of academic analysis to
provide guidance about the general design and operational principles. Practice was very
much ahead of theory.

Now 25 years later, inflation targeting is widely used as the framework for monetary policy.
While there are differences in some of the features across countries, the similarities are more
pervasive than the differences. And generally, the features of inflation-targeting frameworks
have tended to converge over time.

Itis interesting to firstly examine how the inflation-targeting framework in Australia has evolved
over the past 25 years. Secondly, it is also timely to reassess the appropriateness of the regime.
The first is the main task of my paper, the second is the task of the conference collectively.

Interms of the first, the main point | will make is that the Australian framework has not changed
much over the past 25 years. The flexible nature of the framework, which was there at its
inception, has proven to be resilient to the quite substantial changes in the macroeconomic
environment that have taken place since. This is in contrast to some other countries that
have moved from an initially rigid definition (which may well have been appropriate at
their framework's inception) towards something more flexible. The framework in Australia
was adaptable from the start, which caused some issues in convincing some people of the
seriousness of the Reserve Bank of Australia’s (RBA'S) commitment to that framework.

While the specification of the regime has not materially changed, one thing that has changed
is the degree of confidence that the regime might actually work. Australia, like other countries,
came to inflation targeting after trying a number of alternative approaches to monetary
policy. These approaches had not delivered either the desired price stability or acceptable
macroeconomic outcomes. Inflation targeting was the next attempt to try to better achieve
these outcomes. There was no guarantee of success. Now, after 25 years, there is considerably
greater confidence that the regime can contribute to sound macroeconomic outcomes in
terms of both inflation and growth. The proof of the pudding has been in the eating. There

* Deputy Governor, Reserve Bank of Australia. This draws on a number of pieces | have written on inflation targeting over the past
two decades, both at the RBA and the International Monetary Fund. Thanks to Claudia Seibold for her assistance with the data.
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is greater confidence and understanding about the framework from the public, from the
political process, from financial markets and from the policymakers themselves.

There is also now a large academic literature supporting inflation targeting, and examining
and advising on various questions about the appropriate design and operation of the
framework. That has validated many of the decisions taken by policymakers in setting up their
inflation-targeting frameworks, but has also questioned some features of the framework.

One noteworthy change in the inflation-targeting framework in Australia (and elsewhere) is
communication. The content and scope of our communication has increased considerably
over 25 years. | will spend some time outlining these changes and the motivation for them.

As | said, the second question about the appropriateness of the regime is very much the
theme of this conference. What, if any, changes to the framework might be worth considering?
In a later section | will raise some questions that will be considered by other speakers at the
conference and provide some brief observations on these issues.

When Glenn Stevens and | wrote in 1995 about the motivations for the (then) new inflation-
targeting framework in Australia, we said, ‘If, some years hence, we can look back and observe
that the average rate of inflation has a “2" in front of the decimal place, that will be regarded
as a success.’ (Stevens and Debelle 1995, pp 82-83) We are now quite some years hence
and we can look back and observe that the average rate of inflation has a ‘2" in front of the
decimal place.

2. How Did the Regime Come About?

Unlike a number of inflation-targeting countries, the adoption of an inflation-targeting
framework in Australia was evolutionary rather than revolutionary. It was not accompanied
by a change to the central bank’s legislation as was the case in New Zealand. Nor did it result
from a rapid departure from an exchange rate regime as in the United Kingdom and Sweden.
But, like those other cases, it reflected the recognition that previous monetary frameworks
had not been successful in delivering either price stability, in the form of low inflation, or
desirable macroeconomic outcomes in terms of sustainable full employment.

The inflation target in Australia was outlined in a number of speeches by the then
RBA Governor, Bernie Fraser, in 1993 and 1994 (Fraser 1993, 1994). It was a low-key launch, in
part reflecting the political climate of the time. As Steve Grenville and lan Macfarlane noted,
it was in the context of locking in the low inflation that had occurred in the aftermath of the
early 1990s recession.

The target was the operational interpretation of the goals of monetary policy set out in the
RBA's founding legislation in 1959, namely:

1. the stability of the currency of Australia
2. the maintenance of full employment in Australia; and

3. the economic prosperity and welfare of the people of Australia.

1 For detailed accounts of the conception of inflation targeting in Australia, those present at its birth are the best source: see
Grenville (1997), Macfarlane (1998) and Stevens (2003).
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The stability of the currency goal reflects the fact that the legislation was written when fixed
exchange rates were the norm. It has been interpreted as preserving the purchasing power
of the currency and hence is consistent with the maintenance of low and stable inflation.

As noted, the inflation target was first adopted by the RBA in 1993. It was verbally endorsed by
the government of the day. But it was not formally endorsed by the government until 1996,
when the first Statement on the Conduct of Monetary Policy (the Statement) was signed
jointly by the incoming government and the new RBA Governor, lan Macfarlane. The political
support for the inflation target has been bipartisan. The Statement has been renewed at the
start of the term of each of the subsequent two Governors. It has also been endorsed with
each change of government.

The Reserve Bank Act 1959 states that monetary policy has both nominal and real objectives.
Consistent with that, the Statement makes it clear that the inflation-targeting framework
recognises both nominal and real objectives. The flexibility of the target in terms of
specifying that the inflation goal will be achieved over the cycle (subsequently adjusted
to be ‘on average, over time’) is the feature that recognises the dual mandate. To maintain
full employment requires that the economy be on a sustainable path. Thus, the trajectory
of economic growth matters, as does the presence of low inflation and financial stability.

In the case of demand shocks, there is not a material conflict between the real and nominal
objectives, as the appropriate monetary response is effectively the same. That said, the
flexibility of the target potentially allows for greater inflation variability to achieve lower
variability in the real economy. However, the experience of other inflation-targeting central
banks suggests that this difference is not substantial in practice.

In the case of supply shocks, where the appropriate monetary responses to achieve the real and
nominal objectives are likely to be in conflict in the short term, the medium-term horizon of the
inflation target in Australia allows for a greater weight to be placed on output stabilisation and
a more gradual return of the inflation rate to target than with a strict inflation target. Again, the
practice of most central banks over the past two decades has tended to evolve towards the sort
of flexibility explicitly recognised in the Australian target, notwithstanding the lexicographic
ranking of inflation and output objectives in the specification of some other inflation targets.

The Statement has not undergone much change since 1996. The current formulation is: ‘an
appropriate goal is to keep consumer price inflation between 2 and 3 per cent, on average,
over time'. Beyond some drafting changes that simply reflect the passage of time, the most
substantive change has been the articulation of the financial stability objective of the RBA,
which I will return to later. In terms of the description of the inflation target itself, the only
change has been the objective, from keeping ‘underlying inflation between 2 and 3 per cent,
on average, over the cycle' to keeping ‘consumer price inflation between 2 and 3 per cent, on

2 For example, the Bank of England Act 1998 states that the objectives of the Bank of England shall be (a) to maintain price
stability, and (b) subject to that, to support the economic policy of Her Majesty’s Government, including its objectives for
growth and employment (Kuttner 2004).
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average, over time’. | regard this as purely a presentational change without any operational
consequences.?

As | noted in a speech at the Bank of England last year, inflation targeting and central bank
independence are sometimes conflated given their similar birth dates in a number of
countries (Debelle 2017). In large part, this is because both were a response to the inflation
experience of the 1970s and 1980s. In Australia, just as the inflation target was evolutionary
rather than revolutionary, so too, greater central bank independence also evolved through
time rather than there being a distinct break from past practice. As lan Macfarlane (1998)
stated:
.. the Reserve Bank, by virtue of its Act in 1959, was always given a high degree of general
independence as an institution. The fact that it had been unable to exercise this independence in
monetary policy for much of the post-war period was due to a practical impediment — it did not
possess the instruments of monetary policy.

As these impediments were removed, the RBA was able to become more independent in
its setting of monetary policy. Thus, while the formal recognition of this independence was
not completely visible until the first Statement in 1996, the practical independence had been
there some time before that.

3. Thenflation Target in Practice
How has the inflation target in Australia actually delivered in practice?

Figure 1 shows the outcomes for inflation and unemployment and Table 1 summarises the
macroeconomic outcomes since the early 1970s. It updates a similar table in Stevens (2016).
The table shows that the average headline inflation rate over the inflation-targeting period
has been 2.5 per cent, as measured by the consumer price index (CPI). So the inflation target
has been achieved over its period of operation.

The inflation target can be thought of as a ‘thick point’ (Stevens and Debelle 1995). This
doesn't mean that inflation with a 2" in front of it implies a zone of policy inaction. It simply
acknowledges that inflation will obviously vary through time and that there is probably not
much to be gained from being too precise about the appropriate inflation rate, while also
recognising that the specification of the inflation target plays an important role in anchoring
inflation expectations. It would appear that the latter goal has been achieved because the