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1 Introduction

In the 1980s Latin-American countries experienced the highest inflation of
all countries of above 200 percent per year. In contrast, in 2006 they had
an average inflation rate of about 6 percent. A similar process of declining
inflation rates happened in many central and eastern European countries
during the 1990s. As a group, these countries reduced their inflation rates
substantially from, on average, 45 percent per year in the 1990s down to, on
average, b percent per year in 2007. This process of stabilizing prices was
achieved in individual countries under fairly different monetary and exchange
rate regimes, ranging from the adoption of inflation targeting combined with
floating exchange rates to the abandonment of independent monetary policy
by introducing currency boards or even by dollarization of the economy.
Inflation targeting was adopted, for instance, by Brazil, Chile, the Czech
Republic, Hungary, Mexico, Poland, and Slovakia. This raises the question:
Does inflation targeting matter for the performance of the economy? Many
empirical studies have focused on this issue. However, most studies have so
far concentrated on the impact of inflation targeting on variables that are
directly observable like output, unemployment and inflation. While these
studies clearly show that the adoption of inflation targeting has significantly
reduced inflation, the literature has not yet found a consensus whether the

reduction of inflation is accompanied by a change in output growth.!

!"While Mishkin and Schmidt-Hebbel (2006) find that inflation targeting helps countries
to achieve lower inflation rates in the medium-term. Their evidence does not suggest
that countries that adopt inflation targeting attain better monetary policy performance
relative to non-inflation targeting countries. By analyzing 15 inflation targeting countries
Landerrechte et al. (2001) find that output growth suffers in inflation targeting regimes.
Compared to that Brito and Bysted (2006) show that inflation targeting is an efficient
monetary policy to decrease the level and volatility of inflation in 13 Latin-American
countries, but that the adoption of inflation targeting is not accompanied by a change in
output growth or higher volatility in interest rates. Corbo and Schmidt-Hebbel (2001)
compare inflation targeting in five Latin-American countries to other inflation targeting
countries. They conclude that the adoption of inflation targeting is correlated with a
large decline in output volatility. Finally, Corbo et al. (2002) find that inflation targeting
countries have succeeded in reducing output costs of stabilization and in strengthening



The fact that most empirical studies dealing with the effects of adopt-
ing a regime of inflation targeting focus on actual economic performance of
inflation targeting countries means that there is a gap in empirical research,
because theoretically it is often argued that - in the first place - inflation
targeting has important consequences for the expectation formation process
which, in turn, leads to different economic performances. This paper con-
tributes to close this gap in research by examining whether the introduction
of inflation targeting has systematically changed the expectation formation
process in financial markets. Since the academic literature has established a
close theoretical link between inflation targeting and Taylor rules, we evalu-
ate the performance of a group of ten (inflation targeting and non-inflation
targeting) emerging markets by the means of the expected Taylor rules, i.e.
‘ex-ante ’ Taylor rules. More precisely, we investigate whether financial mar-
kets expect the central bank to behave in a manner in line with the well-
known Taylor rule.

This paper, thus, changes the perspective on interest rate rules from
the typical use in the academic literature as a ex-post reaction function to
explaining central bank behavior. We use data from the Consensus Economic
Forecast poll and examine whether ‘ex-ante * Taylor rules are present in the
expectation formation process for emerging market variables. The data set
includes Argentina, Brazil, Chile, Czech Republic, Hungary, Mexico, Poland,
Slovakia, Turkey, and Venezuela. Since this country group includes inflation
targeting as well as non-inflation targeting countries, we are able to test
whether the adoption of inflation targeting matters for expectation formation
process.

In order to do so, this paper is structured as follows: The subsequent
section briefly reviews the theoretical link between inflation targeting and

interest rate rules as well as the commonly applied empirical concept of

policy credibility.



Taylor-type rules. Section 3 explains the data set. Sections 4 and 5 present
the empirical results for inflation targeting and non-inflation targeting coun-
tries. Subsequently section 6 studies the group of inflation targetors in more
detail by looking at the importance of the time-varying inflation target and

the credibility issue. Finally, section 7 concludes.

2 The theoretical and empirical morphology
of Taylor-type rules

All major central banks in industrial countries currently conduct monetary
policy by using market-oriented instruments in order to influence the short-
term interest rate. Since the seminal paper of Taylor (1993), it has virtually
become a convention to describe the interest rate setting behavior of central
banks in terms of monetary policy reaction functions. In its plain form,
the so-called Taylor rule states that the short-term interest rate, i.e., the
instrument of a central bank, reacts to deviations of inflation and output
from their respective target levels. Although the Taylor rule started out
as an empirical exercise, there is a clear theoretical link between inflation
targeting and Taylor rules. Svensson (1997) showed that a Taylor rule can
be derived as the explicit solution of an optimal control problem within a
stylized macro model which we briefly review subsequently.

Aggregate demand is described by the conventional dynamic IS-relation

of the following form:

U1 = 19 — Bate — ) + g (1)

where ¢ is the output gap defined as the deviation of real GDP from its natu-
ral level, 7 is the short-term nominal interest rate that is also the instrument
of the central bank and m# = p; — p;_1 is the annual inflation rate with p
representing the aggregate price level. All variables except the interest rate

are expressed in natural logarithms. The term 7 is an i.i.d. shock variable



with zero mean representing demand shocks. The structural parameters are
such that f; > 0and 0 < ) < 1.

Aggregate supply is expressed in terms of the Phillips curve relation:
Ter1 = Ty + 01l + €441 (2)

where € represents an i.i.d. random cost-push shock, and the parameter oy >
0 determines the slope of the short-term Phillips curve. Equation (2) states
that inflation changes according to the size of the output gap and the supply
shocks.

The central bank aims at minimizing the following intertemporal loss

function with the size of inflation and the output gap as the two arguments:

o0

min E, Z =6 "7, 9r), (3)

T=t
where 0 < 0 < 1 represents the discount factor. The period loss function is
specified as:
1

L(T‘—T7 @T) - 5[(7TT - W*)Z + /\gz] (4)

where 7* is the inflation target defined by the monetary authority and A
is the relative weight that is attached to stabilize output. For A > 0 such
preferences are usually described as wvariable inflation targeting, whereas a
zero weight on output expresses a strategy of strict inflation targeting.

Optimizing the intertemporal loss function under the constraints of the
structure of the economy displayed by the IS- and the Phillips curve leads
to an optimal behavior that is commonly characterized as inflation-forecast
targeting:

: A
T2 — T = _5alkyt+1|ta (5)

with



where x;,;; denotes the expectations in time ¢ of variable x for j periods
ahead t.2 The two-period-ahead inflation forecast, Ti4j)¢, should equal the
inflation target only if the one-period-ahead output forecast equals the nat-
ural output rate, that is, if the expected next period’s output gap, §11), is
zero. Otherwise it should exceed (fall short of) the inflation target in pro-
portion to how much the one-period output forecast falls short of (exceeds)
the natural level of output. The proportionality is increasing in the relative
weight A. This essentially displays the gradual inflation stabilization strategy
under variable inflation targeting. A higher weight on output stabilization
leads to a slower adjustment of the inflation rate.

Solving the demand and supply equations for the respective expectations
and substituting them into the optimality condition (5) yields a specific re-

action function of the Taylor rule form:

it:Wt+51(7Tt—7T*)+B2@ta (6)
with

~ l—c - 1—C—|—61 A

b1: /62Q17 b2 = Tandc:m

For the purpose of empirical exercises Clarida et al. (1998) propose a
forward-looking variant of the Taylor rule which takes into account the pre-
emptive nature of monetary policy as well as interest smoothing behavior
of central banks. This particular type of reaction function has become very
popular in applied empirical research. Although it is still in the spirit of the
Taylor rule, specifications of this type represent a modification of the original
Taylor rule and, thus, the literature often refers to them as Taylor-type rules.
Following Clarida et al. (1998, 2000) and Taylor (1999) the baseline forward-

looking policy rule takes the form:

if = i+ o Ey(mqr — ) + o By (Yern — Yerk)s (7)

2That iS, Et[xt_,_j] = xt—&-j\t'



where 7* is the desired level of the nominal short-term interest rate, and ¢ is
its equilibrium level.> The second term on the right-hand side is the expected
deviation of the k-period ahead inflation rate (7) from the target rate (7*)
which is assumed to be constant over time.* The third term is the expected
deviation of the k-period ahead level of output (y) from its natural level
(y*) (i.e., the expected output gap E[g]). The coefficients «y and as which
will be the center of our estimates represent the reaction coefficients.® The

additional assumption of interest rate smoothing behavior implies that:
i = (1= p)iy + pir-1 + w, (8)

with the parameter p (with 0 < p < 1) representing the degree of interest
rate smoothing and 14 represents an i.i.d. exogenous random shock to the

interest rate. Combining equations (7) and (8) lead to

it = (1= p)( +aE(mee — 7°) + By (Yrn — yiyp) + ples + v (9)

Equation (9) represents the econometric specification which is commonly
used to describe central bank behavior.® It is reduced to the plain Taylor rule
when p is assumed to be zero and the horizon of the forward-looking behavior
of the central bank, k, is also set equal to zero in econometric exercises.

The main messages generated by empirical studies focusing on central

bank behavior can be summarized as follows. First, forward-looking specifi-

3The difference in the first term on the right hand side of equations (6) and (7) arises
from the fact that the model of Svensson (1997) normalizes the equilibrium real interest
rate to zero.

4In the subsequent analysis we allow the inflation target 7* to be time variant. This
actually fits reality very well against the background that inflation targeting countries
frequently announce inflation targets reflecting nothing else than the desired long-term
inflation rate. As these countries are trying to decrease the perceived long-term inflation
level they are announcing decreasing inflation targets.

SWe changed the notation to indicate that in our empirical exercises we do not estimate
the optimal rule that we derived before.

6Since it contains expectations on the right-hand side that are not directly observable
it is common to substitute them by the observed ex-post levels of the respective variables
and rearrange the estimation equation into a form that contains the expectation errors
of the central bank in the error term. This form is then estimated based on the General
Methods of Moments.



cations seem to fit the central banks’ behavior better than contemporaneous
versions. Here the forward-looking feature is most relevant for the inflation
gap with the horizon (k) being about one year. Second, the relevance of
the Taylor principle for stability, which is a reaction coefficient for inflation
being greater than unity, is well demonstrated and its presence is a strong
feature for most central banks. Third, the reaction coefficient for the output
gap is mostly significant but has a significant lower level compared to the
inflation gap coefficient.” Fourth, persistence in the short-term interest rate
is a strong feature in the data. However, what is not yet clear is whether this
is due to intended interest rate smoothing or whether it is due to a strong
autocorrelation in the shocks upon which monetary policy reacts.®

Our empirical analysis takes the afore-mentioned four empirical core
results of Taylor-type rules as its starting point and interprets them as (his-
torical) information that is available for financial market participants. We
also assume that the agents in the financial market are aware of the theo-
retical link between inflation targeting and Taylor rules, that is that they in
particular expect inflation targeting countries to be well described by Taylor-
type rules. If, in turn, the agents believe in the Taylor-type rules and take
this kind of analysis seriously, we would expect to observe this in their joint
forecasts for the short-term interest rate, the inflation rate and the output
development. In this case, the joint forecasts of the three variables can hardly
be independent from each other. They should rather display the same links
and dependencies that the estimated reaction functions of the central banks
tell us. We refer to them as ‘ex-ante’ Taylor rules. In addition, because of

the theoretical link between inflation targeting and Taylor rules, this form of

"In particular, for the output gap the literature demonstrated that it is relevant to
discriminate between ex post and real-time data (Orphanides, 2001). Since we use observed
expected variables in our analysis we do not need to take effects arising from ex post data
into consideration.

8 Again, since this issue is also not of a strong concern in the present paper, we refer to
the recent literature. See, for instance, Rudebusch (2006).



expectation formation should be more relevant for inflation targeting coun-
tries compared to non-inflation targeting countries. We therefore estimate
variants of equation (9) based on reported forecasts of financial market par-
ticipants to support the claim that we raised in the title. Before we present

the results, the next section briefly introduces our data set.

3 The data set

We use data from a survey conducted by Consensus Economics. The sur-
vey regularly asks professional forecasters about their projection of several
financial and real economy variables such as short-term interest rates, un-
employment rates and real GDP forecasts. The survey includes data for
several countries. Since our analysis requires forecasts for short-term inter-
est rates and due to data availability, our data set is limited to ten emerg-
ing markets, namely Argentina, Brazil, Chile, the Czech Republic, Hungary,
Mexico, Poland, Slovakia, Turkey, and Venezuela. Out of this group, seven
economies officially adopted inflation targets: Brazil, Chile, the Czech Re-
public, Hungary, Mexico, Poland and Slovakia.” We refer to them as the
inflation targeting countries as opposed to non-inflation targeting countries.

This data set has several advantages over other surveys and is, thus,
less subject to some of the weaknesses often associated with survey data.
First, the individual forecasts are published together with the name of the
employer of the forecaster. Given that this allows everybody to evaluate the
performance of the individual participants, the accuracy of the forecasts can

be expected to have an effect on the reputation of the forecasters.'® Since an-

9Since Slovakia introduced the inflation targeting system as of 2007 we, however, treat
Slovakia as a non-inflation targeting country in our study. This can be justified since the
time period being a non-inflation targeting country prevails the sample period.

10Batchelor (2001) shows that the Consensus Economics forecasts are less biased and
more accurate in terms of mean absolute error and root mean square error compared to
OECD and IMF forecasts. He also shows that there is little information in the OECD
and IMF forecasts that could be used to reduce significantly the error in the private sector
forecasts. Mitchell and Pearce (2007) analyze individual forecasts of Wall Street Journal



alysts are bound in their survey answers by their recommendations to clients
an analyst may find it hard to justify why he gave a recommendation different
to the one in the survey. This all is expected to increase the incentives of the
survey participants to submit their best rather than their strategic forecast
(see Keane and Runkle, 1990).!' Second, unlike some other surveys, fore-
casters participating in the Consensus Economic Forecast poll do not only
submit the direction of the expected change of the macroeconomic variable,
but forecast a specific level. Third, the survey data are readily available to
the public so that our results can easily be verified.

For the five Latin-American countries in our sample the survey provides
monthly data for the period from April 2001 to December 2007, hence our
analysis covers 81 periods. During this time period 245 institutions partici-
pated at least in one survey. For the central and eastern European countries
the survey is conducted on a bimonthly basis for the period from May 1998
to May 2007 and onwards on a monthly basis. It includes forecasts of 163
institutions over 63 periods. In order to investigate the time series charac-
teristics of the expectation formation process, we only include professional
forecasters participating at least in ten polls.'? This applies to a total of 128
(116) participants and yields 5,433 (3,722) forecasts for the Latin-American
(central and eastern European) countries.

The professional forecasters are requested to predict the economic vari-
ables for two different time horizons. The survey provides CPI and real GDP

forecasts for the current and next year while the short-term interest is re-

economists’. They find that a majority of the professional forecasters produced unbiased
interest rate forecasts, but the forecasts are indistinguishable from a random walk model
and the economists are systematically heterogeneously distributed.

1Tn contrast to the view of Keane and Runkle (1990), Laster et. al (1999) develop a
model in which forecasters are rewarded for forecast accuracy in statistical terms as well as
by publicity in case of giving the best forecast at a single point in time. As a consequence
those forecasters will differ the most from the consensus forecast whose wages depend the
most on publicity.

12We also used other minimum participation rates. The results, however, do not quali-
tatively change and are available upon request.
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quested to be predicted for the next three and twelve months. Hence, this
information covers forecast periods of three and twelve months. In order to
equalize the beginning and end of the forecast period, we generate a syn-
thetic short-term and medium-term CPI and GDP forecast by weighting the
forecast with the remaining months at the time of the forecast. This pro-
cedure is quite common in the literature (Heppke-Falk and Hiiffner, 2004,
and Beck, 2001). For instance, the synthetic medium-term forecast in July
is the weighted average of the GDP of the current and next year while the
synthetic short-term forecast is, of course, the forecast of the current year
only. The Appendix provides an overview of the calculation of the synthetic
short-term and medium-term forecasts. Using these alternative time hori-
zons we distinguish between a short-term and a medium-term Taylor rule
specification.

Table 1 and 2 summarize the main features of the data set. The predicted
interest rate is either the Funds rate or a three-month interest rate. Since
the Taylor rule is suggested to work for the Funds rate our data set seems
to have a deficiency in case of Hungary, Poland, Slovakia and the Czech Re-
public as the forecasted series is a three-month interest rate. However, the
correlation coefficient between the actual three-month rate and the Funds
rate for these countries is about 0.98. Moreover, we potentially would find
even stronger evidence on favor of the Taylor rule in financial market ex-
pectations if we could observe expectations on the prime rate instead of the
three-months interest rate. Hence, this should not diminish the quality of
our empirical analysis. Tables 1 and 2 also show that the expectations on
the macroeconomic variables are on average a good predictor of their actual
value. For instance, the forecasts for the Mexican interest rate (7.8 percent)
and inflation rate (4.3 percent) are close to the actual values of 7.7 and 4.4
percent, respectively. Only for Venezuela the forecasts differ from the actual
values. While the financial market overestimated both the inflation and the

interest rate by about 5 percentage points, their real interest rate forecasts
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were correct. However, we leave the discussion of the accuracy of the fore-
casts to further research and turn to the empirical analysis of the expectation

formation process in emerging markets.

— Insert Tables 1 and 2 here —

4 Estimation results

For our empirical analysis we start from the econometric specification of the

Taylor-type rule as derived in section 2:

it = (1= p)(i + 1 By (Mg — ) + 02 By (Yerk — Yir)) + ple—1 + ¢ (9)

The most difficult variable to quantify in this framework is the ex-
pected output gap which is defined as Ey(f41) = Ei(y+r — Yrip). In line
with Clarida et al. (1998), we take the industrial production index and the
expected growth rate to measure the expected contribution to the indus-
trial production Fy(Ay,.y) for the period t + k. To calculate the output
trend y;,, we apply a standard Hodrick-Prescott filter (with the smooth-
ing parameter set at A = 14,400) and define the expected output gap as
Ei(Jrx) = e + Ee(Ayrek) — Yiy

Next we modify equation (9) in the following way: We use the expected
interest rate Fyi;; as the dependent variable rather than the actual interest
rate. Furthermore, in order to arrive at a testable relationship, the unobserv-
able terms in equation (9) have to be eliminated. Since we are able to directly
observe the expectations on the short-term interest rate, the inflation rate
and the output development, we only lack information on the equilibrium
interest rate and the inflation target of the respective central bank. Given
the short sample period we treat them as time-invariant for the time being

and summarize both in the constant.'® Thus, we rewrite equation (9) as:

By = (1= p)ag +ar(l — p) Eymypr + ao(1 — p) Ey(Gerr) + pie + € (10)

13In the subsequent section 6 we allow for an observable time varying inflation target,
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where
ap =1 — o Byt (11)

In equation (10) we already use the expected short-term interest rate
forecast as the left-hand side variable. In the subsequent regressions we look
at two different forecast horizons. We apply three month forecasts of the
short-term interest rate as the left-hand side variable when referring to the
short-term forecast. For the medium-term forecast we use the twelve months
forecasts of the short-term interest rate as the dependent variable. Note that
we do not need to apply the General Methods of Moments when estimating
equation (10), since all expectational variables on the right-hand side are
also observed data. Thus, we rely on OLS in our panel setting. However,
our econometric analysis is impaired by the problem of overlapping forecast
horizons since the monthly data set provides three months forecasts. This
obviously leads to serial correlation in the error terms by construction. In

order to overcome this problem we apply a serial correlation model:

€t = Pt 1€e—1 (12)

where the autoregressive term ¢ measures the degree of persistence in the
error term. Additionally, we use Prais-Winsten panel corrected standard
errors to account for cross section correlation among the survey participants.

Tables 3 and 4 display the estimation results of equation (10). The
short-term and medium-term regressions are contemporaneous versions, i.e.
all variables enter with the same time index. The short-term equation (called
"Short’) regresses the three months interest rate forecast on the forecasts of
inflation and output gap for three months (i.e., [ = k£ = 3). The medium-

term regression (called 'Medium’) uses forecast horizons of twelve months

when we limit our analysis to the inflation targeting countries only. At this point of the
analysis we do not account for the inflation target because it is not observable for the non-
inflation targeting countries and we want to treat both groups identically in our regression
specification.
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forecasts for all variables instead (i.e., | = k = 12). The lagged interest
rate is the actual (observable) three months interest rate.!* In the forward-
looking specification (called 'Forward’) the dependent variable is the three
months interest rate forecasts (i.e., [ = 3) while the independent variables
reflect twelve months forecasts (i.e., & = 12). This implies that the monetary
policy is expected to affect the inflation rate and GDP growth with a time lag
of nine months. Against the background that the time-lag of the monetary
policy is about nine to twelve months, the forward-looking specification fits
the central bank reaction function very well.

For the Latin-American countries (Table 3) the results show that the
expected inflation rate and the expected output gap are indeed significant
predictors for the forecasted interest rates. Furthermore, the coefficient of
the inflation rate is significantly higher than unity for Brazil, Chile and Mex-
ico as indicated by the C'hi? test in Table 3 which represents the significance
level rejecting the null hypothesis that a; < 1. The Chi? test suggests that
the Taylor principle only holds (i.e. oy > 1) in economies which are classified
as inflation targeting countries (IT). In the case of Argentina and Venezuela,
two non-inflation targeting countries, the inflation coefficients are instead
significantly lower from what the Taylor principle suggests. Moreover, for
Chile the expected output gap coefficients are also in line with our theoretical
considerations and of reasonable size. In contrast, for the non-inflation tar-
geting countries and Mexico the output coefficient has the wrong sign which
contradicts the Taylor rule.!> However, a significant negative sign turned out

to be a strong feature in the estimation results. Fendel et al. (2008) find

4More precisely, in order to avoid daily volatility effects we use the monthly average
of the short-term interest rate. However, our results do not qualitatively change using
the interest rate at the beginning or the end of the month. Results can be obtained on
request.

BInterestingly, Schmidt-Hebbel and Werner (2002) report a significant output gap co-
efficient for Chile estimating the central bank reaction function by the means of equation
(10). By contrast they find an insignificant value for the output gap for Brazil which is
supported by our results.
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the same feature for expectations about the Fed behavior and refer to this
as a reversed causality’. Forecasters only observe the ex post causality, i.e.
that output growth rates react to changes in the official interest rate: If the
short-term interest rate is increased output growth slows down. However,
forecasters do not base their forecasts on the fact that when the central bank
expects or observes higher output growth it tends to increase official interest
rates due to the inflationary pressure. The latter can be referred to as the
ex ante causality.

The results also hold when we allow for a forward-looking version of the
Taylor rule. In the third regression (called 'Forward’) we regress the three-
month forecast of the short-term interest rate on the twelve-month forecasts
of the output gap and the inflation rate (i.e., [ = 3 and k£ = 12). While
the coefficient on the inflation rate is still significantly higher than unity for
Brazil, Chile and Mexico, the inflation coefficient is significantly lower in
the cases of Argentina and Venezuela. In order to account for the severe
financial crisis in Argentina from 1998 - 2002 we also estimate regression
(10) for Argentina for the time period January 2003 until December 2007.'
Yet, the Taylor principle remains violated. Besides that, the autoregressive
parameter in the error terms is significant and ranges between 0.41 and 0.91.
This basically supports our model specification.

Not surprisingly, the results indicate that the predicted interest rate
is highly dominated by the current interest rate for the inflation targeting
countries as suggested by a significant smoothing parameter ranging around

0.5 to 0.9.17 Argentina (full sample) and Venezuela experienced low interest

16We choose to start the curtailed sample for Argentina from 2003 onwards although
we are aware that the aftermaths of the financial crisis still exist. The reason is that the
interest rate came down from 50 percent in August 2002 to about 5.7 percent in January
2003 which is close to the post crisis medium-term level of about 4.6 percent.

17This result is in line with the stylized fact that inflation expectations are more persis-
tent in inflation targeting countries compared to non-inflation targeting countries (Levin
et. al, 2004). This finding also matches the well-demonstrated phenomenon that expec-
tations in financial markets are rather static than dynamic (Mitchell and Pearce, 2007).
Furthermore, Krueger and Kuttner (1996) found that the Federal Funds future market
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rate persistence (p is smaller than 0.3) and hence, reflecting high expected
changes in the interest rates during that period.

Table 4 reports the corresponding results for the central and eastern
European countries. Again, the results suggest that the Taylor principle
only holds (i.e. a; > 1) in inflation targeting countries (i.e. Poland in the
short-term and forward-looking version). For the Czech Republic the Taylor
principle cannot be rejected in the forward-looking version. Apparently,
this supports our previous conclusion that inflation targeting matters for
expectation formation: the Taylor principle if at all only holds in inflation
targeting countries. The Taylor principle does not hold for Hungary, Slovakia
and Turkey, where the latter two are the non-inflation targeting countries.

With respect to the output coefficient we find again the wrong or insignif-
icant sing for the two non-inflation targeting countries, namely Slovakia and
Turkey while the output gap coefficient is significantly positive in the cases
of the Czech Republic and Poland.

In sum, the inspection of Tables 3 and 4 suggests that the Taylor-type rules
seem to explain the forecasts very well for the majority of inflation targeting
countries while this conclusion does not hold for non-inflation targeting coun-
tries. This result is most pronounced for the subsample of Latin-American
countries, while it is (so far) less striking for the central and eastern European

countries.'®

— Insert Tables 3 and 4 here —

provide efficient predictions on the future path of the Federal Funds rate. As the future
and actual path of the Federal Funds rate are close to each other, static expectations
seem reasonable as a means to forecast interest rates. Furthermore, applying actual data
Schmidt-Hebbel and Werner (2002) estimate the Taylor rule by means of equation (10)
for Brazil, Chile and Mexico. They find smoothing coefficients similar to ours for Brazil,
Chile and Mexico of about 0.83, 0.96 and 0.62, respectively.

18Note that, so far, we did not control for a possibly time-varying inflation target would
could potentially significantly distort our results for the IT countries.
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5 Expectations on the long-term inflation
rate

The estimation procedure enables us to investigate another feature inherent
in the Taylor rule. Equation (10) allows us to calculate the long-term inflation
rate (7*) expected by the financial market. In order to recover the expected

inflation target (7*) we can use the parameter estimates ap and «; from

Table 3 and 4. Recall that

ap =1 — o Byt (11)
and given the Fisher relation

i=i"" 4+ B(7%) (13)
which together yields

ag = 1"+ (1 — o) By, (14)

This implies that

real

Bt = % (15)
According to Clarida et al. (1998) we use the expected sample average
real interest rate among all individuals to provide an estimate of i"* as our
sample is sufficiently long. With these estimates it is possible to construct the
expected inflation target rate Fy(7*) by the means of the short-term results

shown in Table 3 and 4 reflecting the estimation of equation (10).1
The expected real interest rate (i"°?), the expected long-term inflation

rate E(7*) and the actual inflation rate (7%") are shown in Table 5 for the

9Tn order to obtain a real-interest rate forecast i"°* with the same maturity as in
Tables 3 and 4 we cannot use the forward-looking version. Therefore, we use the short-
term version since Tables 3 and 4 show that the Taylor principle holds more frequent in
this version compare to the medium-term version. However, results in the medium-term
version are of comparable magnitude and available upon request.
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ten emerging markets. The expected long-term inflation rate is the highest
for Turkey amounting to 26 percent on an annual basis. Indeed, with a rate
of 34 percent annually Turkey experienced the highest inflation rate in our
sample. The expected long-term inflation rate is also very close to the actual
inflation rate for the majority of countries. The expected long-term inflation
rate is not different from the actual (realized) inflation rate for Brazil (6.9
compared to 7.8 percent), Mexico (3.6 compared to 4.4 percent), the Czech
Republic (5.1 compared to 3.6), Slovakia (5.4 compared to 6.1 percent) and
Turkey (26.4 compared to 33.8 percent). Interestingly for Argentina, the
expected long-term inflation rate is not different from the actual inflation
rate for the full sample period and for the curtailed period. This implied that
the financial market adopts a lower long-term inflation rate for Argentina
after the peak of the Argentinean crisis. While for Chile (Venezuela) the
financial market slightly underestimated (overestimated) the actual inflation
rate, for Hungary the actual inflation rate was twice as high as the expected
long-term inflation rate. Before drawing the conclusion that the financial
market provides inaccurate expectations one has to recall that the Taylor rule
estimated in our analysis is based on expectations which might not coincide
with the realized inflation rate. Moreover it seems possible, if not likely, that
the financial market learns during the inflation process and the assumption of
a constant long-term inflation rate might not be appropriate. Therefore the
next section accounts for the possibility of a time-variant long-term inflation

rate.

— Insert Table 5 here —

6 The role of time-varying inflation targets
and credibility

In this section we analyze the link between expected interest rates, projected

output development and inflation rate forecasts in more detail by allowing
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for a time-varying inflation target. As our sample consists of six inflation
targeting countries (Brazil, Chile, Mexico, Poland, Hungary and the Czech
Republic) which publicly announce inflation targets we now incorporate the
time variance of the official inflation target into our analysis. The inflation
targets are obtained from the monthly inflation reports of the respective cen-
tral bank. Figures 1 through 6 show the inflation target (thick solid line),
the mean of the three-months expected inflation rate Ej[m; 3] (dotted line)
and the actual inflation rate (solid line). Not surprisingly, the expected and
the actual inflation rate move in line. This feature can be attributed to the
fact that the financial market uses the actual inflation rate as a benchmark
to build inflation expectations. Figures 1 through 6 also show that the infla-
tion target in the cases of the Latin-American countries is relatively stable
compared to the cental and eastern European countries. Notwithstanding,
we now take the feature of the time-varying inflation target into account and
analyze whether the financial market treats the long-term inflation rate 7*

to be time-invariant.2°

— Insert Figures 1 through 6 here —

Starting from equation (9) we now treat the inflation target as observ-
able but time-varying and, thus, do not need to include it in the constant.

Therefore we depart from the former specification (10) and estimate?!

Eivyr = ag(1—p)+ar(1=p) Ey(Tipx — 77 ) (1= p) Ey(Jk) +pic+e (16)

with Qg = E
The estimation results are presented in Table 6. Compared to Tables 3 and

4 (constant implicit inflation target) the results do not noticeably change for

20Since the Czech Republic and Hungary introduced the inflation targeting system in
June 1999 and December 2001, respectively, we drop all observations prior to this date.

21Since we learned from the previous analysis that interest rate smoothing is crucial for
the analysis we jointly estimate the smoothing parameter and refrain from the assumption
that p = 0.
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Brazil and Chile. This is due to the fact that these countries did not change
their targets substantially during the observation period. For the remaining
inflation targeting countries, considerable differences between the specifica-
tions of the time-constant (Tables 3 and 4) and time-varying inflation targets
(Tables 6) emerge. For the Czech Republic and Poland the inflation coeffi-
cient increases while only for Poland the output coefficient gains magnitude
and significance when the inflation target is included. Although Hungary
has been changing the target quite frequently, the results do not change with
respect to the market forecasts in the Taylor rule framework.

For Mexico the Taylor principle no longer holds as the inflation coefficient
is insignificant (short-term and medium-term version) or has even the wrong
sign (forward looking version). This means that the financial market does not
expect the Central Bank of Mexico to respond to inflation changes in the di-
rection suggested by the Taylor rule including the announced inflation target
as the long-term inflation rate. An interpretation of this finding is that finan-
cial market participants do not trust the official announced inflation targets
in case of Mexico compared to Brazil and Chile. This confirms the results of
Schmidt-Hebbel and Werner (2002) analyzing the credibility of the inflation
targeting of these three countries. Their results suggest that, in the case of
Mexico, a substantial deviation exists between actual and expected inflation,
whereas this is not found in the cases of Brazil and Chile. The authors also
find substantial deviations of the inflation target from the expected inflation
rate which supports our previous finding according to which the incorpora-
tion of the inflation target is not being reflected in the expectations of the
financial market.

An additional feature for Mexico is revealed when comparing Tables 3
and 6. We find an increase of the smoothing parameter from about 0.5 to
0.7 for the short-term (forward looking) version and from 0.3 to 0.4 for the
medium-term version. This means that the financial market again expects

the Mexican central bank to change its interest rates to a lesser extent in
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the specification with the inflation target announcement. Put differently, the
persistence of the expected short-term interest rate reflects that the financial
market does not expect the central bank of Mexico to respond to inflation
changes relative to the inflation target in the specification of the time-varying
inflation target, but rather sticks to the current interest rate when predicting

the interest rate.
— Insert Table 6 here —

In sum, the financial market does not incorporate the announced inflation
target of the central bank of Mexico in forecasts of the short-term interest
rate by the means of the Taylor rule. However, the Taylor rule works when
we assume that the financial market expects constant a long-term inflation
rate that is different to the inflation target. Apparently the central bank of
Mexico does not seem to be credible in the eyes of the financial market to
reduce the inflation rate. This feature is also reflected in the statement of
the central bank of Mexico (2004, p.45) that ‘both the level of total core CPI
inflation and its expectations suggest that the 3 percent inflation target has
still not been included in a widespread fashion into the price determination
process.’

By contrast, the announcements of the inflation target of the central
banks of Brazil, Chile, Hungary, Poland and the Czech Republic seem to
be regarded as being credible as the results do not considerably suffer when
including the inflation target. For Chile, Poland and the Czech Republic
of the expected Taylor rule even gains fit if time-varying inflation target is

included.

7 Conclusion

This paper investigates whether the adoption of inflation targeting matters

for the expectation formation process in the financial market. Using survey
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data of the Consensus Economic Forecast poll we analyze whether the fi-
nancial market predicts short-term interest rates on the basis of the Taylor
rule for five Latin-American countries and five central and eastern Euro-
pean countries. We refer to them as ‘ex-ante’ Taylor rules. We find that
for most inflation targeting countries financial markets adopt the Taylor rule
framework for their forecasts at least at some time horizon and, further-
more, provide interest rate forecasts close to the realized interest rate. These
economies are Brazil, Chile, Mexico, and Poland. Only Hungary and the
Czech Republic seem to be exceptions among the group of inflation target-
ing economies. Compared to that, for non-inflation targeting countries the
financial market does not adopt the Taylor rule framework which is in every
case reflected in the violation of the Taylor principle. We interpret this find-
ing as a strong evidence that inflation targeting matters in the sense that
expectations are formed differently in I'T regimes like it has been claimed i
the IT related literature.

We also included a time-varying inflation target which is the announced
inflation target for the inflation targeting countries. The results indicate that
for Brazil, Chile, Poland and the Czech Republic the short-term interest rate
forecasts are provided by means of the Taylor rule whereas for Mexico the
Taylor rule is now violated. Apparently, for Mexico the financial market
incorporates a long-term inflation rate that is different to the announced

inflation target rate.
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Table 1: Overview of the average monthly forecasts for the Latin-American

countries

Country Argentina Brazil Chile Mexico Venezuela

Introduction of No Since Since Since No

Inflation Targeting June 1999 January 1991 January 1999

Forecasts

Interest Rate Buenos Aires Funds Monetary Funds Funds

Interbank Offering Rate Policy Rate Rate Rate
Rate (BAIBOR) (MPR)

Short-term 12.8 17.7 3.8 7.8 16.1

Medium-term 12.2 15.6 4.4 7.7 16

GDP Growth

Short-term 3.2 2.8 4.4 2.9 2.0

Medium-term 3.5 3.0 4.5 3.2 2.7

CPI

Short-term 16.4 6.5 2.9 4.3 23.7

Medium-term 12.1 6.1 2.9 4.2 23.2

Real Interest Rate

Short-term -3.6 10.8 0.9 3.6 -7.9

Medium-term -2.4 9.2 1.6 3.6 -7.8

Actual Series

CPI CPI IPCA CPI CPI CPI

Mean 17.8 7.8 2.7 4.4 18.5

Interest Rate BAIBOR Funds Rate MPR Funds Rate Interbank Rate

Mean 13 18.1 3.7 7.7 11.1

Source Banco Central de la OECD Banco Central Banco de Banco Central de
Republica Argentina de Chile Mexico Venezuela

Period 2001 - 2007 2001 - 2007 2001 - 2007 2001 - 2007 2001 - 2007

Notes: Table 1 shows the expected and actual variables under consideration; the real interest rate forecast
is the mean of the differences between the forecasts of the nominal interest rate and the inflation rate and
is defined as E[i"¢%] = E[i] — E¢[n].
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Table 2: Overview of the average monthly forecasts for the central and east-
ern European countries

Country Czech Republic Hungary Poland Slovakia Turkey
Introduction of Since Since Since Since No
Inflation Targeting January 1999 December 2001 January 1990 January 2007

Forecasts

Interest 3-months 90-Day 3-months 3-months Overnight
Rate PRIBOR Treasury bill Rate  Interbank Rate BRIBOR Interbank Rate
Short-term 4.3 9.6 9.4 7.5 35.4
Medium-term 4.6 8.6 8.7 7 28.5
GDP Growth

Short-term 3.2 3.7 4.3 4.6 3.6
Medium-term 3.4 3.8 4.4 4.6 3.8
CPI

Short-term 3.4 7.1 4.4 6.4 33.2
Medium-term 3.7 5.6 4.2 5.3 23.9
Real Interest Rate

Short-term 0.9 2.6 5.0 1.2 3.0
Medium-term 1.1 2.2 4.3 1.1 -0.6
Actual

CPI CPI CPI CPI CPI CPI
Mean 3.2 7.0 3.9 6.1 31.2
Interest 3-months 90-Day Treasury 3-months 3-months Overnight
Rate PRIBOR bill Rate Interbank Rate BRIBOR Interbank Rate
Mean 4.4 10.3 9.9 7.7 39.3
Source OECD OECD OECD OECD OECD
Period 1998 - 2007 1998 - 2007 1998 - 2007 1998 - 2007 1998 - 2007

Notes: Table 2 shows the expected and actual variables under consideration; the real interest rate forecast
is the mean of the differences between the forecasts of the nominal interest rate and the inflation rate and
is defined as E[i"*"] = E[i] — E¢[n].



27

Table 3: Expected Taylor-type rules for Latin-American countries (April
2001 - December 2007)

Country ag aq Qg p © ar>1 >0 R? Obs. Groups
Short 3.01%* 61%* A7+ AT* T9* .99 .05 .78 796 27
(.92) (.03) (.:10)  (.02)
Argentina Medium 2.89%* .58%* -.284+ .07* 7Tk .99 .99 .68 498 27
(.26) (.04) (.12)  (.02)
Forward 1.95 .80* .16 .18* .82% .99 11 .75 588 27
(1.29) (.06) (.13) (.02)
Short 1.41%* .55% .07 46* .90* .99 .06 A7 598 22
(1) (07)  (05)  (03)
Argentina Medium  2.87* .48%* -.00 23%  .83% .99 .50 .30 371 22
(w/o crisis) (.23) (.07)  (.06) (.07)
Forward .66* 43* .01 A41%* 91* .99 .43 .37 409 22
(.11) (.08) (.07) (.07
Short 7.01% 1.55%* -.03 T1* TT* .00 .72 .85 1,259 30
(.43) (.11) (.06)  (.02)
Brazil (IT) Medium 8.44%* 97* -.03 A42% .81%* .30 .85 .55 1,085 30
(.31) (.06) (.03) (.03)
Forward 8.25* 1.55% -.05 70* TT* .00 .84 .81 1,108 30
(.52) (.11) (.05)  (.03)
Short -1.18+ 1.91* .26+ 87* A1* .00 .04 .92 1,204 25
(.59) (.20) (.14) (.01
Chile (IT) Medium .00 2.09* .32% .69%* .64* .00 .00 .82 1,009 24
(18)  (17)  (08)  (.03)
Forward -1.48+ 2.02* .39* .86%* A1* .00 .00 91 1,050 24
(3 (29) (1) (02
Short 2.09%* 1.42*%  -11+ .56* .64* .00 .99 .73 1,253 26
(.15) (.10) (.05)  (.02)
Mexico (IT) Medium 2.44%* 1.33*  -.07+ .29% 75% .00 .99 .54 1,091 26
(.11) (.09) (.03) (.03)
Forward 1.67* 1.56*  -.09+ 54* .64%* .00 .99 72 1,115 26
(.18) (.11) (.04) (.02)
Short 11.73* .18* .02 .07* .86* .99 .06 .49 772 25
(1.08)  (.03) (.01) (.02)
Venezuela Medium 7.32% .44* .02 .08%  .74%* .99 .50 .40 595 25
(.38) (.04) (.01) (.03)
Forward  11.02* .24%* 024 .08* .85% .99 .03 42 630 25

(1.32)  (04) (01) (.03)

Notes: Estimated equation (10) Etizy; = (1 — p)ag + a1 (1 — p)Eympyr + a2 (1 — p)E¢(Geyr) + pit + € by
the means of a serial correlation model where (12) €;; = @;€et—1,4; to estimate Argentina (w/o crisis) we
skip the time period before 2003; values in parentheses present panel corrected standard errors applying
the Prais-Winsten model; the Hausman test indicates to use the fixed-effects estimator on a one percent
significance level; a1 > 1 (a2 > 0) represents the significance level of a Chi? test to test whether the
Taylor-principle holds with the null hypothesis that oy < 1 (a2 < 0); the R? refers to the overall coefficient
of determination; for readability within and between R? are left from the Table but available upon request;
* (4) indicates significance at the one (ten) percent level, respectively.
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Table 4: Expected Taylor-type rules for central and eastern European coun-
tries (May 1998 - December 2007)

Country ag oq o p © a1 >1 az>0 RZ Obs. Groups
Short 3.04%* .58%* .06 .90*  .39* .99 .08 .99 823 24
(.34) (.09) (.04) (.01)
Czech Republic (IT) Medium 5.00* .32% .06+ .78%  .56%* .99 .02 .96 763 24
(61)  (12)  (.03) (.02)
Forward 1.57* .94%* .06+ .89%* 3T .73 .03 .99 768 24
(.42) (.08) (.03) (.01)
Short 4.74* .39* .04 84%  44% .99 .32 94 655 24
(.55) (.12) (.08) (.02)
Hungary (IT) Medium 2.48% .55* - 11% .62%  53* .99 .99 .87 574 24
(.29) (.09) (.03) (.03)
Forward 3.21% .84% -.06+  .74*  40% .99 .96 .94 576 24
(.36) (.08) (.04) (.03)
Short 2.90* 1.22% .28* 87 52* .02 .00 .99 893 29
(.32) (.11) (.07) (.01)
Poland (IT) Medium  4.28* .40* J12% T6*%  .54* .99 .00 .96 785 29
(.43) (.18) (.04) (.03)
Forward 3.06* 1.32%* .22% 87%  51%* .01 .00 .98 791 29
(.46) (.15) (.06) (.02)
Short 3.02* .66* -.03 J79%* .20%* .99 .62 91 497 18
(.77) (.13) (.09) (.02)
Slovakia Medium 5.17* -.10 .04 A1* .93* .99 .05 .60 427 17
(.14) (.08) (.03) (.02)
Forward 5.35% -.02 .03 29% 92% .99 .20 90 427 17
(.17) (.09) (.03) (.02)
Short 10.19* T3%* -.35% .32%  59* .99 .99 .88 699 24
(1.17) (.03) (.10) (.03)
Turkey Medium 5.82% .69%* -.00 8% .69* .99 .51 7 520 24
(1.58) (.04) (.09) (.04)
Forward 8.20%* .91%* -.28% .24* .56* 91 .99 .89 541 24
(60)  (04) (09) (.03)

Notes: Estimated equation (10) Eyizy; = (1 — p)ag + a1(1 — p)Eimeyr, + a2(1 — p)Es(Jerr) + pis + €
by the means of a serial correlation model where (12) € ; = @jer—1,4; values in parentheses present panel
corrected standard errors applying the Prais-Winsten model; the Hausman test indicates to use the fixed-
effects estimator on a one percent significance level; a1 > 1 (a2 > 0) represents the significance level of a
Chi? test to test whether the Taylor-principle holds with the null hypothesis that a1 < 1 (a2 < 0); the R?
refers to the overall coefficient of determination; for readability within and between R? are left from the
Table but available upon request; * (+) indicates significance at the one (ten) percent level, respectively.
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Table 5: Expected long-term inflation target and actual inflation rate

Argentina  w/o crisis Brazil Chile Mexico Venezuela

Real Interest -3.64 -3.19 10.84 0.89 3.57 -7.86
Rate Forecast: i"¢%!

Expected Inflation 17.15 10.22 6.90 2.28 3.57 23.84
Rate: E(7*) (2.09) (1.66) (1.50)  (.20) (.54) (.94)
Actual Average

Inflation Rate: 7@ct 17.75 9.45 7.80 3.40 4.35 21.30
Test: E(r*) = mact .78 .64 .55 .00 .16 .01

Czech Rep. Hungary Poland Slovakia Turkey

Real Interest .92 2.60 4.97 1.18 2.97
Rate Forecast: "¢

Expected Inflation 5.05 3.49 9.19 5.41 26.39
Rate: E(7*) (.64) (.33) (3.35) (.91) (2.82)
Actual Average

Inflation Rate: 7@t 3.60 7.38 4.60 6.20 33.82
Test: E(r*) = 7ot .03 .00 A7 .38 .01

Notes: The expected real interest rate is the average of the real interest rate forecast over the sample

o _iTeal
01_7&1 and based on the

estimation results of Tables 3 and 4; in order to estimate Argentina (w/o crisis) we skip the time period
before 2003; standard errors in parenthesis; the actual inflation rate reflects the average inflation rate as
displayed in Tables 1 and 2; the sources of the actual inflation rate are presented in Tables 1 and 2; the
last row reflects the significance level of a two-sided t-test under the null hypothesis that the expected
long-term inflation rate equals the actual average inflation rate.

period; the expected inflation rate is calculated by the means of (15) Eyn* =



Table 6: Interest rate smoothing and time-varying inflation target
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Country ap o g P © a1 >1 as>0 R? Obs. Groups
Short 13.50*%  1.64* -.03 T9* 7T .00 .67 .86 1,259 30
(1.01)  (.16)  (.08)  (.02)
Brazil Medium  12.11%* 87 -.03 52*  .80* .95 .83 .55 1,085 30
(.48) (.08) (.04)  (.03)
Forward  14.73*%  1.64* -.07 T8%  T6* .00 .83 .81 1,108 30
(1.11) (.17) (.07)  (.02)
Short 5.15%  2.32% 31+ .90*%  41%* .00 .05 .93 1,179 25
(-36) (-29) (.19)  (.01)
Chile Medium 8.38% 2.21%* .43* .81%* .64* .00 .00 .82 1,009 24
(-89) (.37) (.14)  (.02)
Forward 5.25% 2.60* 51* .89* A1* .00 .00 91 1,050 24
(.41) (.41) (.15)  (.02)
Short 8.44* .03 =17+ .70%  .61%* .99 .99 72 1,253 26
(-38) (.14) (.07)  (.02)
Mexico Medium  8.24* -.03 -.09+  .44%  T4%* .99 .99 .52 1,091 26
(-30) (-10) (.04)  (.03)
Forward  8.76* -.03 - 13+ .70*  .59%* .99 .97 72 1,115 26
(.42) (.16) (.07)  (.02)
Short 6.89* 1.31%* .07 .95* A42% .24 12 .96 523 23
(1.71) (.42) (.06)  (.02)
Czech Republic  Medium  11.57* .83+ .10 92%  48%* .36 .10 .83 443 23
(4.46) (-49) (.07)  (.03)
Forward 6.18% 1.42% .06 .94* A1* .16 11 .96 444 23
(1.23) (.42) (.05) (.02)
Short 6.71% .05% -.02 .82% A44* .99 .60 .89 436 23
(-30) (:12) (:10)  (.02)
Hungary Medium 5.59% 12 -.05 61*%  .60* .99 .81 .68 355 22
(.22) (:12) (.06)  (.03)
Forward  6.52% .69%* -.08 76*%  .37* .99 .87 .91 357 23
(.31) (:12) (.07)  (.02)
Short 7.49% 1.52* 43% .93*  50* .02 .00 .99 893 29
(-39) (.27) (.12)  (.00)
Poland Medium  5.33* 15 4% T9*  b4* .99 .00 .95 785 29
(-18) (-16) (.05)  (.01)
Forward  8.21* 1.53* .35% 93*%  49%* .07 .00 .98 791 29
(.47) (-36) (.10)  (.01)

Notes: Estimated equation (10) Eyizy; = (1 — p)ag + a1(1 — p)Etmyr, + a2(1 — p)Ee(Jetr) + pic + €t

by the means of a serial correlation model where (12) € ; = @j€t—1,;; values in parentheses present panel

corrected standard errors applying the Prais-Winsten model; the Hausman test indicates to use the fixed-

effects estimator on a one percent significance level; a; > 1 (a2 > 0) represents the significance level of a

Chi? test to test whether the Taylor-principle holds with the null hypothesis that a1 < 1 (az < 0); the R?

refers to the overall coefficient of determination; for readability within and between R? are left from the

Table but available upon request; * (+) indicates significance at the one (ten) percent level, respectively.
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Figure 1: Inflation target, expected and actual inflation rate in Brazil
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Note: Figure 1 shows the inflation target (thick solid line), the mean of the six-months expected inflation

rate Ei[mi+3] (dotted line) and the actual inflation rate (solid line) at time ¢.
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Figure 2: Inflation target, expected and actual inflation rate in Chile

Note: Figure 2 shows the inflation target (thick solid line), the mean of the six-months expected inflation

rate Ei[mi+3] (dotted line) and the actual inflation rate (solid line) at time ¢.
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Figure 3: Inflation target, expected and actual inflation rate in Mexico

Note: Figure 3 shows the inflation target (thick solid line), the mean of the six-months expected inflation
rate E¢[msy3] (dotted line) and the actual inflation rate (solid line) at time ¢.
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Figure 4: Inflation target, expected and actual inflation rate in the Czech
Republic

Note: Figure 4 shows the inflation target (thick solid line), the mean of the six-months expected inflation
rate Ey[my43] (dotted line) and the actual inflation rate (solid line) at time ¢.
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Figure 5: Inflation target, expected and actual inflation rate in Hungary

Note: Figure 5 shows the inflation target (thick solid line), the mean of the six-months expected inflation
rate E¢[msy3] (dotted line) and the actual inflation rate (solid line) at time ¢.
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Figure 6: Inflation target, expected and actual inflation rate in Poland

Note: Figure 6 shows the inflation target (thick solid line), the mean of the six-months expected inflation
rate E¢[msy3] (dotted line) and the actual inflation rate (solid line) at time ¢.
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Appendix: Calculation of the Weighted Aver-
age of Expected GDP and CPI

In order to generate a three months forecast we set the forecasted variable
fi at time t (= 1,2,.., 63 and 81, respectively) equal to the forecast of the
current year ff*" for forecasts collected before November of any ear (i.e. the
remaining three months are all in the current year). For forecasts collected in
November or December of any year, the three month forecast f; is calculate
as a weighted arithmetic average of the forecast for the current year f*" and
the next year f/***. We weight the forecast f; with the remaining number of

months m (with m = 2 (for November forecasts) and m = 1 (for December

forecasts)) at the time of the forecast t:

ft _ tcu'r m+(3_m) _f];ne:ct
3

(A1)

In order to generate a twelve months forecast horizon which is consistent with
the forecast horizon of the twelve months interest rate forecast we apply the
outlined procedure with 1 (= December ) < m < 12 (= January). The twelve
months GDP and C'PI forecasts f; are as follows:

tcur -m+ (12 _m> . tnext
12

fi= (A4.2)

This procedure is also applied by Heppke-Falk and Hiiffner (2004) and Beck
(2001). Both studies deal with data of the Consensus Economic Forecast poll

and construct the arithmetic average as outlined above.



