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Abstract

Macroeconomic development across countries has proven that price
stability should be the primary goal of monetary policy. Efforts by central
bankers to adopt a successful monetary policy oriented by price stability
dominate the entire history of monetary policy theory and practice. In ret-
rospect, the most significant change in the field of monetary policy over
the last decade is the formation and rapid spread of a new monetary poli-
cy framework, known as “inflation targeting”, and the subsequent
broad discussion and thorough research. Currently, the monetary policy
framework with monetary aggregates as the intermediate objective is be-
ing conducted in China, however, in the light of rapid developments in
financial market and financial innovations, monetary targeting framework
with monetary aggregates as the intermediate objective begins encounte-
ring more and more challenges. Therefore, an imminent issue is how to
improve monetary policy framework in China for handling these challen-
ges and increasing monetary policy efficiency. This book explores theory
and practice of successful monetary policy framework through analyzing
inflation targeting, and discusses the possibility of implementing infla-
tion targeting in China and the policy implications of monetary policy
framework adjustment.

This book consists of 8 chapters. Chapter one is an introduction to
the basic background for topic selection, recent literature review, basic

strategy, main framework , study methodology and key opinions.
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From Chapter 2 to Chapter 5, the author makes a thorough and de-
tailed analysis on the theoretical origin, definition and elements, insti-
tutional design and international experiences of inflation targeting from
different angles.

Inflation targeting is a forward-looking monetary policy strategy. Un-
der this strategy, central bank endeavors to realize price stability based
on inflation forecast other than traditional intermediate objective variables
such as monetary aggregates or exchange rates. Therefore, this kind of
monetary strategy requires more transparency, creditability and account-
ability. Inflation targeting is characterized by 5 elements: (1) no inter-
mediate objective; (2) an institutional commitment to price stability as
the primary goal of monetary policy, to which other goals are subordina-
ted; (3) the public announcement of medium-term numerical targets
for inflation; (4) increased transparency of the monetary policy strategy
through communication with the public and the markets; (5) increased
accountability of the central bank for attaining its inflation objectives.

Compared to exchange rates targeting, inflation targeting allows a
country to make independent decision on monetary policy with less exter-
nal consideration. Compared to monetary targeting, inflation targeting
does not require the high correlation between monetary aggregates and in-
flation. However, inflation targeting brings central banks new challenges
because controlling inflation by central banks is more difficult than under
other monetary policy frameworks that target exchange rates or monetary
aggregates. Moreover, it is not easy to forecast inflation precisely, and
inflation targeting requires flexibility of exchange rate regime more.

The evolution of any monetary system could not take place without
theoretical guidance. Theoretical literatures regarding inflation targeting
were not available until New Zealand became the first country that for-

mally adopted inflation targeting. However, we can still discern the birth
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of this monetary policy framework has in practice close links to two mo-
netary theoretical streams evoluting over the past 40 years. The first theo-
retical stream is that people form a census on the primary goal of mone-
tary policy. The introduction of rational expectations theory breaks the
substitution relationship between inflation and unemployment rate as
Philips curve promulgates, which means that the cost of increasing infla-
tion rates is not able to lead to the decrease of unemployment rate, and
even the perfect econometrics model is not able to completely duplicate
sophisticated reality and forecast results are just for reference. A time-lag
will take place in terms of impact of monetary policy on economy. Econo-
my may return to normal situation with self-adjustment mechanism when
the policy measure is starting working, therefore, too much intervention
not only can not iron business circles, but also may increase the eco-
nomic fluctuation, all of which will bring people’s suspicions on the
original activist monetary policy concept. Moreover, the practical lessons
from hyperinflation make people gradually realize that inflation is the big-
gest enemy of economic and social development. In particular, demon-
strations of inflation cost by economists show that, regardless of anticipa-
ted or unanticipated, inflation will cause tremendous social cost. In term
of what monetary policy can do and can not do, people have clearer un-
derstanding and reach the census as well, known as “price stability
shall be the primary goal of monetary policy” . The other theoretical
stream is the discussion of rule versus discretion in monetary policy. Peo-
ple have gradually realized that monetary policy practice can not benefit
from the dichotomous approach for rule and discretion. Good policy shall
have both credibility of rule and flexibility of discretion, known as con-
strained discretion, which then provides a new approach to eliminate in-
flation tendency raised by the time inconsistence. Economists made many

proposals, one of them is the targeting rules, which essentially is to
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make and conduct monetary policy with setting up a nominal anchor. The
developments of both theoretical streams significantly stimulate the relat-
ed theories and thoughts for the birth of inflation targeting in practice.
Under inflation targeting, the difference among history, culture,
political system, economic development, the external economic envi-
ronment cross countries decide the divergence of specific institutional de-
sign of monetary policy framework , but also shows several common char-
acteristics as follows: in terms of determination and announcement of
numerical inflation target, participation of government can help increase
credibility of inflation target, but in countries where the law confirms
that the primary goal of central bank is to maintain price stability, cen-
tral bank generally announce the inflation target by itself; for the selec-
tion of inflation index, most countries prefer to choosing the consumer
price index which is updated more quickly, easily acceptable to public
and hard to manipulate by central bank. However, core consumer price
index, which excludes the factors that won’t influence price level in the
medium term, is adopted in many countries. In the inflation decision
procedure, an interval target rather than a single point target is set up in
most inflation-targeting countries. The target generally is between 0 and
3% . The time horizon of inflation target is decided by the time lag with
which monetary policy instruments influence price level. The time horizon
of inflation target is possibly one or several time intervals, but few are
less than one-year or more than four years. In some countries, the es-
cape clause allows monetary policy deviate from inflation target tempora-
rily in the case of special shocks. Central banks pay more attention to in-
flation forecast, in doing so, they set up a large-scale macroeconomic
model, and adopt the small-scale structure model and other information
to get the final results. Under inflation targeting, central banks pay more

attention to the communication with public and transparency of monetary
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policy.

Based on the analysis on the theoretical background, definition at-
tributes and institutional design of inflation targeting, chapter 5 exam-
ines the international experience of inflation targeting in order to find the
common characteristics of successful monetary policy. Therefore, the
discussion in this chapter is not limited to full-fledged inflation targeting
countries. Instead, the author starts from Germany and Switzerland,
known as the pioneer of inflation targeting, and then analyzes the fea-
tures of full-fledged inflation targeting countries, including industrial
and emerging countries, at last, monetary policy framework of FED and
ECB, known as “implicit inflation targeters” . From the international
experiences’ point of view, the successful experiences in inflation-targe-
ting countries fully demonstrate that inflation targeting indeed has many
distinctive advantages in time of rapid financial innovation and more con-
venient global capital flow, but these advantages and features seem not
to be unique for inflation targeting, instead, the similar characteristics
can be found in monetary policy frameworks of German, Swiss, Ameri-
can and European central bank’s. Therefore, inflation targeting actually
is the result of evolution of monetary policy framework in practice while
successful monetary policy frameworks have common features.

In fact, the selection of monetary policy framework depends on the
specific political, economic and historical conditions in a specific coun-
try, other than having a universal rule. Regardless of monetary targe-
ting, exchange rate targeting or inflation targeting, all strategies are in
fact a kind of communication framework, and the framework selection
varies in different countries. From the monetary targeting practice in Ger-
many and Switzerland to experiences in inflation-target countries, and to
successful monetary policy strategy of FED and ECB, we understand

that good monetary policy framework is not unique.
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Chapter 6 explains challenges to current monetary policy framework
in China based on the introduction of current monetary policy frame-
work. People’s Bank of China began publishing monetary aggregates since
1996 and gradually conducted the monetary policy framework with mone-
tary aggregates as the intermediate objective. With the abolishment of
credit scale control in 1998 , this framework was set up formally. The ef-
ficiency of this framework depends on three preconditions; high correla-
tion between monetary aggregates and final objective, stability of money
demand function or velocity of money circulation and controllability of
central bank over monetary aggregates. However, from practical point of
view, the correlation between monetary aggregates and price and output
becomes low, which means that goal of price stability and economic
growth must not be realized even if monetary goal is achieved. Determi-
ning scientific and reasonable monetary goal will be harder due to insta-
bility of money demand function and velocity of money circulation. In ad-
dition, the insufficient control of the central bank over monetary aggre-
gates leads to a lower possibility of achieving monetary goal. Therefore ,
the current monetary policy framework with monetary aggregates as the
intermediate objective is facing huge challenges.

According to the precondition of inflation targeting, Chapter 7 ana-
lyzes the applicability of inflation targeting in China. Successful inflation
targeting must be accompanied by the following institutional , economic
and operational requirements; an institutional commitment to price sta-
bility as the primary goal of monetary policy, instrument independence,
transparency, accountability, stable financial situation, sound financial
system, good quality of inflation forecast and efficient monetary policy
instruments and so on. Without them, the simple “ duplication” and
“transplantation” would be not accomplished.

From the stand of economic situation in China, Chinese economy is
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still in the transition period, this special historical background deter-
mines that monetary policy practice in China will have the feature of mul-
tiple objectives in a relatively long time, and can not make price stabili-
ty as the single goal in a short term. As a sub-institution of State Coun-
cil, monetary policy must be a part of the entire macroeconomic policy
and needs to be decided by the central bank working with other minis-
tries. The People’s Bank of China can not achieve instrument independ-
ence in a short time. The transparency and accountability of monetary
policy need to be further improved. Although the sizes of both fiscal defi-
cit and national debt are under international warning line, the fiscal sit-
uation is still worrisome if the large implied debt is considered. Financial
system reform is still undergoing, banking system reform and financial
market development still have a long way to go. In general, the accuracy
of inflation forecast can not be assured due to the ongoing system reform
in China and constrained technical conditions. Some of the information
required by the monetary policy is not readily available. Efficiency of mo-
netary policy instruments need to be improved. All above realities show
that it is possibly not a proper choice to introduce inflation targeting in
China. The biggest hurdles are the difficulty of committing price stability
as the single goal of monetary policy, low instrument independence of
the central bank and low accuracy of inflation forecast. If these three pre-
conditions could not be satisfied, inflation targeting would not bring an-
ticipated policy effect, in the contrast, it would harm the accountability
of the central bank and bring about bad impacts on the monetary policy.

Based on the above analysis, Chapter 8 makes a package of policy
proposals on the adjustment of monetary policy framework in China. The
success of inflation targeting is due to the subtle control over rule versus
discretion as well as the related series of institutional arrangements. In

fact, mechanism is key point for successful monetary policy, which has



8 6K E b R E R

no fixed model. In conclusion, seven features, including price stability
priority, independence of monetary policy, inclusive information varia-
ble monitoring, forward-looking, flexibility, transparency and account-
ability, constitute a PIIFFTA system which show the common elements
of successful monetary policy.

According to PIFFTA system, the following proposals shall be
done to further improve monetary policy framework in China; 1. Make
the monetary policy goals hierarchy clear and tries the numerical inflation
target. 2. Increase the self-determination of central bank for monetary pol-
icy, which includes increasing flexibility of exchange rate regime, nor-
malizing rule of the last resort and reduce the rigid loans and so
on. 3. Strengthen independence of central banks. Central bank shall have
the power to use monetary policy instrument independently, i. e. instru-
ment independence. 4. Raise the efficiency of monetary policy instru-
ments, which includes improving deposit reserve system and facilitating
stable and sound operation of financial system to increase the flexibility
of interest rate adjustment. 5. Improve the operational skills in monetary
policy, which includes developing the role of money aggregates in mone-
tary policy based on improvement of money aggregates statistical system ,
monitoring more information variables, enhancing inflation forecast and
employing forward-looking method. 6. Increase the transparency and
accountability.

This book utilizes a research methodology that combines theory and
empirical evidences, case study and comparison, econometric and logi-
cal analyses. First, concerning the combination of theory and evidences,
this book first studies the theoretical origin, meaning, nature and func-
tion of inflation targeting, and then analyzes the operational issues. Sec-
ond, regarding case study and comparative analysis, this book examines

and compares Germany and Switzerland as the pioneer of inflation targe-



