Bangor Business School
Working Paper
)

BBSWP/15/12

Inflation targeting in developing economies revisited

By
John Thornton

This version: July 2015

Bangor Business School
Bangor University
Hen Goleg
College Road
Bangor
Gwynedd LL57 2DG
United Kingdom
Tel: +44 (0) 1248 382277
E-mail: business@bangor.ac.uk
__________________________________
*Email: j.thornton@bangor.ac.uk

2

ABSTRACT

In a recent paper, Gonçalvez and Salles (2008) (G-S) report that developing countries
adopting the inflation targeting regime experienced greater drops in inflation and
GDP growth volatility than non-inflation targeting developing countries. In this paper,
I find that the G-S results do not hold up when their analytical framework is employed
in the context of a more rational and larger sample of developing countries that
controls for the comparability of monetary regimes as suggested by Ball (2010). In
particular, adoption of an IT regime did not help reduce inflation and growth volatility
in developing countries compared to the average experience with other monetary
regimes and was no more advantageous in these regards than the adoption of a hard or
crawling peg exchange rate regime.

Keywords: inflation targeting, monetary regimes, developing economies
JEL classification: E4, E5
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1. Introduction

In a recent paper, Gonçalvez and Salles (2008) (henceforth, G-S) report that
developing countries adopting the inflation targeting (IT) regime experienced greater
drops in inflation and GDP growth volatility than non-IT developing countries. This is
a fairly common result for developing economies in the empirical literature on IT. For
example, a recent survey by Walsh (2009) concludes that IT does not matter for
advanced economies but does matter for developing economies, possibly indicating
that policymakers in such countries need the discipline of an explicit nominal anchor
to add credibility to their policies. G-S conclude that adopting an IT regime
contributed to a superior economic performance relative to other (non-IT) developing
countries. However, Ball (2010) questions the robustness of the G-S results, mainly
because of the arbitrary choice of the countries studied, the differences in the
monetary regimes of the non-IT countries in the “control group”, and possible
distortions from truncating data to remove high inflation observations. In this short
paper, I apply the G-S idea of comparing countries economic performances while
addressing the issues raised by Ball. The results are markedly different than those of
G-S. I find: (i) that countries that adopted IT only experienced greater reductions in
inflation than non-IT adopters when controlling for the adoption by other countries of
currency pegs; (ii) that adopting IT was no more likely (and possibly less likely) to
lead to a reduction in inflation than adopting a currency peg; and (iii) no evidence that
IT reduced the volatility of GDP growth. In short, IT did matter for inflation
performance in some developing economies, but no more than did exchange rate
pegging.
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2. Data and Methodology

Gonçalvez and Salles (2008) follow Ball and Sheridan (2005) and examine two
periods and two policy regimes, inflation targeting and traditional policy, using a
differences-in-differences equation of the following form:

𝑋12 − 𝑋𝑖1 = 𝛼 + 𝛽𝐼𝑖 + 𝛾𝑋𝑖1 + 𝜀𝑖

(1)

Where: 𝑋 is a measure of economic performance (either the average rate of inflation
or GDP growth variability), and 𝑋𝑖1 and 𝑋𝑖2 are the levels of 𝑋 in country i in periods
1 and 2. In period 1, all countries have traditional monetary policy and in period 2
some countries switch to inflation targeting. 𝐼 is a dummy variable that equals one if
the country i adopted IT in period 2. The coefficient 𝛽 is the average difference in the
change 𝑋 between countries that switched to IT and countries that did not; it captures
the effect of IT on economic performance and is expected to be negative. 𝑋𝑖1 is the
initial level of performance (i.e. the average rate of inflation or GDP growth
variability in period 1) and is introduced to avoid the bias in the OLS estimate of 𝛽
that would result from the likely correlation between 𝐼 and the error term, 𝜀.1 G-S
estimate equation (1) for a sample of 36 emerging economies and find substantial
beneficial effects of IT. For example, for the IT adopters in their sample, the switch to
this policy regime reduced average inflation by 2.5 percentage points, and reduced the
standard deviation of annual output growth by 1.4 percentage points.

As discussed above, Ball (2010) raises several issues with their country sample. First,
it is not confined to emerging economies as the authors claim but includes four IT
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adopters (Chile, Czech Republic, Poland, South Korea) and one non-IT adopter
(Singapore) that on most country classifications (e.g. those of the IMF and World
Bank) would be regarded as high income countries. To address this issue, I employ
the World Banks’ country classification system to determine which ‘emerging’
economies to include in the sample. Specifically, I include all countries classified by
the Bank as lower- and middle-income countries for which the relevant data is
available, the effect of which is to double the country sample size relative to the G-S
study.2 Second, the non-IT adopting countries in the G-S sample have quite different
monetary regimes. For example, under the Reinhart and Rogoff (2004) classification
scheme, 7 of the 23 non-IT adopter countries in their sample had hard currency peg
regimes for the majority of the sample period (1980-2005) and a further four had
crawling peg regimes with narrow bands.3 In the empirical literature on the effects of
alternative exchange rate regimes, hard pegs generally have been shown to be
relatively successful in reducing inflation but also to increase output volatility (Klein
and Shambaugh, 2010). I take account of the monetary regime comparability issue by
reporting results that control for two different exchange rate regimes among the nonIT adopters according to the Reinhart and Rogoff and (2004) scheme—hard pegs and
crawling pegs with narrow bands.4 Furthermore, I report results from models in which
the control group comprises only those countries with hard and narrow band crawling
peg regimes.5 Third, I correct an error in the dating of Peru’s IT adoption year, which
is listed by G-S as 1994 but was actually in January 2002.6 Finally, to avoid issues
stemming from the truncation of data to exclude high rates of inflation (over 50%
annually), I report results from samples including and excluding countries that
experienced high rates of inflation.
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My data panel comprises 72 lower-middle-income and upper-middle-income
developing economics, of which 14 adopted IT. Of the ‘control’ group of 58 countries
that pursued other monetary regimes, 21 adopted hard currency pegs and 16 adopted
narrow band crawling pegs for the majority of the sample period according to the
Reinhart and Rogoff (2004) classification criterion. As in G-S, the partition between
the end of the initial period 1 and the beginning of the final period 2 for the inflation
targeting countries is the year a given country adopted the IT regime, and for the
control group it is the average date of adoption for the targeters group (2003). The
duration of the initial period in each case is set at 10 years and for the final period it
runs to 2013 (and averages 10 years). I rely on Hammond (2012) to date the adoption
of inflation targeting, while the inflation and GDP growth data is from the World
Bank’s World Development Indicators database. GDP growth volatility is measured
as the standard deviation of annual GDP growth in the initial and final periods,
respectively.

3. Results

Table 1 reports average inflation in the initial and final periods for the IT adopters and
the control group. The table shows that average inflation fell by substantially more in
countries adopting the IT regime. This result holds, though the difference less marked,
when the high inflation countries (inflation greater than 50%) are excluded from the
sample.7 Table 2 reports regression results for samples that include and exclude
countries that experienced very high rates of inflation. Models 1 and 5 control only
for the mean reversion of inflation and indicate no statistically significant difference
in the fall in inflation between the IT adopters and the control group (i.e., the
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coefficient on 𝛽 is not significantly different from zero). Models 2 and 6 control
additionally for the presence of hard peg regimes among the control group, and
models 3 and 7 control also for crawling peg regimes with narrow bands. In these
cases, the coefficients on the IT dummy and the hard peg dummy are always negative
and statistically significant, and the coefficient on the crawling peg dummy is also
negative but only statistically significant in model 3. Thus inflation fell more in the IT
adopter countries than in the control group as a whole only after controlling for
pegged or narrow crawling band regimes in the control group. Moreover, judging by
the size of the point estimates (1.2% to 3.6% for the IT dummy and 2.7% to 4.5% for
the peg/band dummies), adopting a currency peg, especially a hard peg, would have
delivered at least as large (and possibly greater) a reduction in inflation than adopting
an IT regime. Models 4 and 8 include only the 37 hard and crawling peggers as the
control group. In these cases, the coefficient on the IT dummy is not statistically
significant suggesting that an IT regime produced no improvement in inflation
performance relative to adopting a currency peg/band. I substituted inflation volatility
for inflation in the same set of regressions and obtained a similar set of results: the IT
dummy was negative and statistically significant only when controlling for currency
peggers in the control group, and was not statistically significant when the control
group was confined to currency peggers.8

In the case of GDP growth volatility, Table 3 suggests that the reduction in this
variable between the two periods was broadly identical, which was also the case when
the high inflation countries are removed from the sample.9 The regression results
reported in Table 4 suggest that adopting an IT regime had no impact in reducing the
volatility of output in developing countries after controlling for mean reversion and

8

alternative monetary regimes in the control group; nor did the adoption of IT reduce
the volatility of GDP growth compared to a control group comprising only the
currency peggers.

Accordingly, incorporating issues raised by Ball (2010) into the G-S analytical
framework leads to markedly different results from those reported by these authors.
Adoption of an IT regime did not help reduce inflation and growth volatility in
developing countries compared to the average experience with other monetary
regimes and, in particular, was not more advantageous in these regards than the
adoption of a currency peg or narrow crawling band.

4. Conclusions

In this short paper, I reproduced Gonçalvez and Salles’ (2008) analysis using data for
72 lower and upper-middle income economies, 14 of which adopted inflation
targeting. I employed a more rational and larger country sample, controlled for the
comparability of exchange rate regimes, and avoided problems from truncating data
as suggested by Ball (2010). The results lead to a different conclusion about the
benefits that developing countries might expect to accrue if they opt for an IT regime.
In particular: the inflation performance is unlikely to be any better than the average
for countries with alternative monetary regimes; it is likely to be better than would
have been the case had a flexible exchange rate regime been adopted, but no better
than had a currency peg or a narrow crawling exchange rate band been adopted.
Finally, I found no evidence that adopting IT improved economic performance with
respect to growth volatility. It might be, as Walsh (2009) suggests, that policymakers
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in developing countries need a nominal anchor to give credibility to their monetary
regimes but my results suggest there is no reason to favour inflation targeting over a
hard currency peg or a crawling peg with a narrow band. As such, the less technically
demanding monetary regime of currency pegging remains an attractive option for
policymakers in developing countries.
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FOOTNOTES
1. A correlation between 𝐼 and 𝜀 could result because a high level of 𝑋𝑖1 could make it
more likely that 𝐼𝑖 = 1, for example, if policymakers were dissatisfied with economic
performance in period 1 (Ball 2010).
2. The World Bank’s country classification system is revised annually. I use the
system in place as of July 2014 in which the GNI per capita range for lower-middleincome and upper-middle-income economies is $1.045 to $12,746.
3. I use the Reinhart and Rogoff (2004) have created an exhaustive coding of
exchange rate regimes that is based largely on the behaviour of parallel, marketdetermined exchange rates. The “fine grid” version of the classification scheme
includes 14 categories, and the “coarse grid” version aggregates these into five
categories. I employ categories 1 and 2 of the coarse grid version in which category 1
(hard peg regimes) includes no separate legal tender, pre announced pegs or currency
board arrangement, pre announced horizontal band that is narrower or equal to +/-2%,
and a de factor peg; and category 2 (crawling pegs) includes a pre announced
crawling peg, a pre announced crawling band that is narrower than or equal to +/-2%,
a de factor crawling peg, and a de factor crawling band that is narrower than or equal
to +/-2%. I employ their classification scheme just because it is one of the most
commonly employed in the empirical literature on the effects of exchange rate
regimes.
4. Both of the currency peg dummies are 0-1, with 1 indicating one of the “hard peg”
regimes or one of the “crawling peg” regimes (under the Reinhart and Rogoff
classification scheme) and 0 otherwise.
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5. In these models, the control group is reduced to 38 countries, though this is still
larger than the full sample of countries (34) employed in the Gonçalvez and Salles
(2008) study.
6. On the dating of inflation targeting see Hammond (2012) and specifically on Peru
see Armas et al. (2014).
7. When the high inflation countries are excluded from Table 1, the fall in inflation
averages 10.9 percentage points for the IT adopters and 4.1 percentage points for the
control group.
8. These results are available from the author on request.
9. When the high inflation countries are excluded from Table 3, the fall in GDP
growth volatility averages 1.1 percentage points for the IT adopters and 0.8 of a
percentage point for the control group.
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TABLE 2
FALL IN INFLATION REGRESSIONS
1
Dependent variable: fall in inflation
IT dummy

-1.2264
(0.9787)

Hard peg dummy

Including high-inflation countries
2
3
4
IT v Pegs
-2.3714**
(1.1426)

-3.6106**
(1.4868)

0.5586
(0.8473)

5
-2.0623
(1.2579)

-3.2234*** -4.5173***
(0.0048)
(1.4472)

Crawling peg dummy

Excluding high-inflation countries
6
7
8
IT v Pegs
-2.9530**
(1.3505)

-3.7264**
(1.6619)

-2.6904**
(0.9233)

-3.5390**
(1.2671)

-2.7736**
(1.3068)

0.4763
(0.8819)

-1.6527
(1.1654)

Initial period inflation

-0.9926*** -0.9931*** -0.9941*** -0.9981***
(0.0048)
(0.0044)
(0.0040)
(0.0015)

-0.8250*** -0.8348*** -0.8424*** -0.9601***
(0.0661)
(0.0630)
(0.0597)
(0.0260)

Constant

6.4237*** 7.6151*** 8.9432*** 5.1154***
(0.6275)
(0.8572)
(1.3178)
(1.3178)

4.4858*** 5.5641*** 6.4844*** 4.5424***
(0.5780)
(0.6895)
(0.9770)
(0.5213)

2

Adjusted R
Observations

0.999
72

White heteroskedasticity-consistent standard errors
ρ-values in parenthesis.

0.999
72

0.999
72

0.999
52

0.882
63

0.891
63

0.893
63

0.941
47

TABLE 4
GDP GROWTH VOLATILITY REGRESSIONS
Dependent variable:

Including high-inflation countries
1

2

3

change in GDP growth volatility
IT dummy

-0.2297
(0.5358)

Hard peg dummy

-0.0766
(0.5635)
0.4319
(0.5021)

Crawling peg dummy

0.3915
(0.6214)
0.8731
(0.5419)
0.9923
(0.4934)

Excluding high-inflation countries

4
IT v Pegs
-0.4274
(0.5717)

5
-0.0492
(0.5531)

6
-0.0707
(0.5931)
-0.0616
(0.5023)

7
0.3257
(0.6471)
0.3365
(0.5513)
0.8026
(0.5092)

8
IT v Pegs
-0.1379
(0.5777)

Initial period GDP growth

-0.5288*** -0.5355*** -0.4995*** -0.4723***
(0.1238)
(0.1189)
(0.1159)
(0.1535)

-0.7453*** -0.7448*** -0.7194*** -0.7146***
(0.1438)
(0.1456)
(0.1435)
(0.1724)

Constant

1.7352*** 1.6042*** 1.0157*
(0.4621)
(0.4944)
(0.5746)

2.3020*** 2.3216*** 1.8375*** 2.2845***
(0.4546)
(0.4865)
(0.5595)
(0.5484)

2

Adjusted R

Observations

1.7435***
(0.5493)

0.286

0.284

0.307

0.212

0.308

0.296

0.309

0.280

72

72

72

52

62

62

62

47

Notes
Values in parenthesis are White heteroskedasticity-consistent standard errors. ***, **, and * denote statistical significance at the
1%, 5%, and 10% levels, respectively.

