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Taking into consideration the necessity of staibigighe inflation rate at a level consistent witheconomic
policy strategy that assumes Romania will join theoezone at the earliest date possible the papes &
underline the main aspects related to the impleatint of the inflation targeting strategy in Romabia
realising a comparatively analysis with the experée of other former socialist countries, like theeG@r
Republic, Hungary and Poland, which have succegsifiblemented this strategy, with good resultshia t
disinflation process. The results of our paper lggt that the medium-term perspective of the manet
policy based on a direct inflation target lead he £nhancement of the flexibility of Romanian moneta
policy in response to unexpected events and sugpdne preservation of low inflationary expectasiothus
building up favourable foundations for high economrowth, despite the fact that the inflation rassn’t 7
been yet stabilised at a low level in order toifdle inflation criterion, which is one of the aditions for
euro-zone membership, this still representing demge for the Romanian authorities.
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1 Introduction

Over the last decades, the phenomenon that cauagd imbalances in the national economies of
many countries around the world was the high lefehflation. Thus, significantly high levels of
inflation registered by different countries havedmahe prices of goods and services to grow faster
a short period of time, severely diminishing thal nealue of money. Because of the manifestation of
this negative phenomenon, public authorities apet@ally the affected countries' central banks have
given a much greater importance to the procesasifreng a domestic monetary stability, so thatepric
stability has become the primary objective of thenetary policy.

The purposeof this research is to underline the main aspesitted to the implementation of the

inflation targeting strategy in Romania, in comparn with other European Union member countries:
the Czech Republic, Poland and Hungary, highlightime factors that determine the difficulties in

achieving price stability encountered by our cogntomparatively with the other analysed countries
that have succeeded in solving the high inflatiovbfem.

In order to achieve this purpose, timethodological approactused starts with a literature review,
which establishes the role and the place of thsearch. Afterwards, we have performed a
comparative analysis between the inflation targesitrategy adopted by Romania and the strategies
adopted by the other EU member countries. In orerobtain our data, we have used mediate
techniques for data gathering, like official stats of the central banks from the analysed states
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of Eurostat, different reports, studies and resesmc The usage of these methods has been
materialised in a series of comparative tablesgraghics which are underling the way in which the
monetary authorities of the analysed countries hiaed to ensure the stability and efficiency ofith
own national currency.

The countries that have already adopted the euwe Bhown, by meeting the Maastricht criteria,
increased capacity to manage inflation rates, asfgdow levels of this indicatoAlso, the European
Union countries outside the euro zone that havetadathe inflation targeting strategy, like Sweden
or Britain, also enjoy low levels of long-term iafion rates, this being also an effect of theirglon
experience regarding the market economy rules,iwtharacterizes these economies.

Therefore, we consider — atttk resultsof our analysis will highlight this aspect - ti®mania, as a
new European Union member state, could learn howpigly and imbue the inflation targeting
strategy using the experience of the developedtdearfrom the European Union, and especially, the
experience of former socialist countries, like teech Republic, Hungary and Poland which have
successfully implemented this strategy, with goedults in the disinflation process, and whose
historical and economic development resembles thidlh of our countryThese similarities are the
reason why we have chosen the example of thesdrmsuim making the comparative analysis.

Thus, this study through its originality, good neatblogical approach and high quality execution| wil
be a good reference point both for the academiéramwment and policy makers alike, having thus
importantimplications and a greavaluethroughout enriching the literature written on thedd and
providing possible practical solutions for a magpooblem of the modern economies.

2 Literature review regarding the implementation ofthe inflation targeting strategy
8

Analyzing the inflation targeting strategy has t&drto become an increasingly approached topic
throughout the academic literature, especiallyr&f@88, when New Zealand became the first country
that has used the implementation of such a strategyder to achieve price stability. Taking into
account the long period throughout which this sggithas been applied, the New Zealand model has
become a landmark for the studies undertaken srstibject, analyzing both the economic conditions
and the framework for the application of the monetmlicy as well as the way of implementing this
strategy and the results obtained (Brash, 199@nfdr, 2002; Hodgetts, 2005).

If in the case of the pioneer states of this strgtéhe studies conducted have covered many aspicts
the monetary policy, in the case of the new Menthates of the European Union the researches’
conducted are not so detailed. Moreover, the ceiahs of the studies conducted for developed
countries cannot be applied also in their casealse their economies are less developed, and are
more vulnerable to systemic shocks.

Also, throughout the process of analyzing the ateclditerature we have observed that among the
several studies undertaken on the case of the nemiddr States of the European Union regarding this
subject, the majority treats the inflation targgtsirategy as part of the monetary policy appligthie
Czech Republic, Poland and Hungary, without takirig consideration the case of Romania, mainly
due to the fact that Romania acceded the EuropedaonUn 2007 and implemented the inflation
targeting strategy only starting with 2005. Amohg frticles that highlight different aspects of the
monetary policy implemented in the three countn@sntioned above, presents a real interest the
article conducted by Frederic Mishkin and Jiri J1(2004), which assesses the disinflation process,
the conditions that led to the change of the mowgedalicy strategy as well as the need to estalaish
very accurate target. But since the work was phbtsn 2004 it didn’t capture all the changes dmad t
results recorded in these countries, for exampteescountries, such as Czech Republic, subsequently
changed the way of setting its inflation target.
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Regarding the studies related to the strategy mfctinflation targeting in the case of Romania, in
2002 and then in 2004, the National Bank of Romdwais commissioned the conduct of a series of
studies (Popa et all, 2002; lorga et al, 2004) eoning the institutional and technical precondition
(indices, targets, exceptions, forecasts) requivechplement inflation targeting strategy in Ronani
starting from the examples of other countries withilar socio-economic conditions with our country,
namely the Czech Republic, Poland and Hungary.eSimen, only a few more significant studies have
been conducted, analyzing the implications of tiflation targeting strategy in the case of Romania
(e.g. Popa et all, 2009). In this contetkte current study could represent another step tdwdhe
possibility of filling this gap, by comparativelynayzing the implementation of this strategy in
Romania with the results achieved in this mattethigyother countries from the CEE.

3 The implications of adopting the inflation targetng strategy in some countries
from Central and Eastern Europe

3.1. The Czech Republic

The Czech Republic has adopted the strategy oftdinélation targeting in 1998, renouncing thus at

the exchange rate targeting strategy. This chaage@s a result of the exchange rate turbulences

from May 1997 and because of the need to achievariation rates for the EU accession process.

Since the adoption of the inflation targeting stggt until today, the Czech National Bank changsd it

way of establishing the inflation targets. Henae,the first phase, between 1998 and 2000, the
inflation target was set in terms of net inflatiamd then starting with 2002 the way of establighire

inflation target has changed and has been adoptachet band set in terms of headline consumer

price inflation. This change brings a better undgrding of the strategy of inflation targeting et g
general public and a better anchoring of inflatiexpectations. The established target band has—
registered a downward trend, aiming to get from-3% at 2% -4% by the end of 2005 (see figure 1).

Figure 1 —The evolution of the inflation in the Czech Repubt during 2002 - 2005
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——Inflation rate ——The lower limit of the band ——The upper limit of the band

Source: own simulation based on the dates provgdatie Czech National Bank

Thus, it may be noted that the actual values détioh for the period 2002 - 2005 were below the
band until 2004, with an upward trend starting V@03, when the inflation rose from 0.1% to 2.8%.
After registering this value, the inflation vallesumed a downward trend.  Afterwards, a new
change is made at the beginning of 2006, whenntttetion target is set in terms of headline infhati

of 3%, the CNB striving to ensure that actual itifla does not differ from the target by more thae o
percentage point in either direction (= 1%).

Figure 2 — The evolution of the inflation in the Czech Repulic during 2006 — 2010
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Source: own simulation based on the dates prowgdatie Czech National Bank

The evolution of the inflation rate for the peridd06-2009 (see figure) Zhows the overcomes of the
band in both directions, taking into consideratibat for example, in the fourth quarter of 2006 the
inflation exceeded the lower limit, the recordeduea being 1.5%, and in the fourth quarter of 2007,
the inflation exceeded the upper limit, reachiry%. The peak was reached in the next quarter, when
the inflation registered the value of 7.3%, follaMey a downward trend, the inflation reaching &t th
end of 2009 values below the band (0.4%). Aftereaficbm January 2010 until the Czech Republic's
entry to the euro area, the inflation target isiseéerms of headline inflation of 2% and, as befdhe
CNB will strive to ensure that actual inflation damot differ from the target by more than + 1%.

It can be said thahe monetary policy strategy adopted by the Czeeltidthal Bank, in order to meet

the price stability criterion necessary for theesston to the euro araa,efficient, given the fact that

the inflation rate decreased from 8.5% in the mdnudrits adoption to values below 1% in 2009.

Also, although over the 12 years of using the diraflation targeting strategy, the values of the 1o
inflation rate have experienced increases for sieom periods, the CNB’s decisions and measures_
have succeed to bring every time the inflation aloanward trend.

3.2. Hungary

As a prospective member of the European Union Indiginwith 2004, Hungary needed to adjust its
inflation rate to that of the other member coustrigiven that until 2000 it has registered an tidta
rate of two-digits. The solution was the adoptidrthe inflation targeting regime starting with June
2001, with the targets set for December 2001 arceDber 2002. Afterwards, until the end of 2006,
the inflation targets were set on a yearly basis,at least two years ahead (see figure 3). Then, i
August 2005, the Magyar Nemzeti Bank (MNB) decidkedt it will be better to adopt an explicit
medium-term inflation target for the period stagtim 2007, defined as a 3% rate of increase in the
Consumer Price Index (CPI).

The difference between the two regimes is highnpef/i¢he inflation targets established are close in
value (see table 1). Thus, in the case of the medésm continuous inflation targeting regime the
target is not set for an undefined period of timaher it is revised after 3-5 years, and therihnes
possibility of making changes in the event of majbocks, in order to meet the new circumstances,
or, the inflation differential, caused by econom@nvergence, may change over time, like in the case
of Hungary, and thus it is helpful to periodicalgview the medium-term inflation target.

Table 1- The dynamics of the inflation targeting stratégplementation
in Hungary during 2001 - 2007

Year Target level Set in date Reference period  Acal inflation
2001 7% 1 % June 2001 December 2001 9.1%
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2002 4.5% +1 % June 2001 December 2002 5.3%
2003 3.5% +1 % December 2001 December 2003 5.3%
2004 3.5% +1 % October 2002 December 2004 6.8%
2005 4% +1 % October 2003 December 2005 3.6%
2006 3.5% +1 % November 2004 December 2006 3.9%
2007 3% August 2005 Continuous 8%

Source:own simulation based on the dates provided by thgydr Nemzeti Bank

As it can be seen in the figure below, startingwvia005, Hungary's inflation rate value was close to
3% and, taking into consideration this result, #u®ption of the medium-term continuous inflation
targeting regime has been considered a good decisigen if the value of the target was slightly
higher than the level of inflation defined by th€Ht as consistent with price stability (below, but
close to 2%). However, the medium-term inflatiorgéd will be reviewed as the convergence process
moves forward.

Furthermore, it must be taken into consideratioenvlvaluating whether the inflation target has been
achieved that unanticipated shocks may hit theatioih at a time when it is too late for monetary

policy to respond, due to the short time horizomafls the reason way, MNB agreed that a maximum
+1% deviation of the CPI from the 3% inflation tatgs acceptable in terms of considering the
objective of maintaining price stability achieved.

Figure 3 —The evolution of the annual inflation rate in Hungay during 2001 — 2010
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Source: own simulation based on the dates provigdelurostat and the Magyar Nemzeti Bank

In conclusion, taking into accouttte great effectiveness of the direct inflation tgting strategy
(DIT) pursued during the period of disinflationwe consider that the adoption of the DIT strategy
was the most beneficial for the monetary policyacfountry such as Hungardyaving very positive
implications and providing a solid foundation forustained economic growthFurthermore, in out
opinion, on the one side, in the light of incregsieconomic openness, deepening of financial
integration process, increased usage of financiabvations as well as deteriorating external
environment, the usage of the monetary aggregatasat strategy couldn’t have guarantee Hungary
the completion of the inflation reduction processd #he lasting of this process and, on the otld®, si
the usage of the exchange rate targeting would keapesed the economy to the risk of serious
distortions on the financial market.

3.3. Poland

Poland is one of the former socialist states thathovercome quickly the period of transition tosgar
a market economy, soon becoming, within the entaggd process from May 2004, a member of the
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European Union. Afterwards, within the reform ofetlstate process, has been adopted a new
Constitution, which entered into force on 17 Octo®97. Under the new Constitution and the
National Bank of Poland (NBP) Act, it has been itngtd the Monetary Policy Council which
represented the new decision-making body for moypgtalicy. The Council decided to change the
monetary policy regime and at the start of 1998 @weid from exchange rate targeting to inflation
targeting. Therefore, according to the Medium-TeBtnategy of Monetary Policy (1998-2003)
adopted by the Council in September 1998, thetiofirate was supposed to be below 4% at the end
of the period and more specifically, on the shertn, the inflation rate target was set at 3% with
permitted fluctuations of +1 percentage point.

Thus, by adopting this strategy Poland's monetaicyp became more flexible. In addition, the
outlook for price stability, after a long period tifne with two-digit inflation rates, represented a
support of a long-term sustainable economic groaghevidenced by more than a decade of economic
growth and even more, by the fact that Poland Wwasohly EU country that has avoided the current
economic crisis, registering a GDP growth into 2002.7%, according to Eurostat.

The figure 4 shows that, even if the Council set 1999 target in the range of 8% to 8.5%, the
tolerance band being relatively narrow considerognparable approaches of other countries, the
inflation rate stood right in the centre of thimga, NBP proving in that way its strong commitment
for achieving price stability (NBP, 1998, p.12).the next year the established inflation targenha
been achieved, the polish monetary authoritiesa@xiplg that they have relaxed the monetary policy
because they have anticipated a tighten of thelfigalicy, which it never really happened, as vesl|

a depreciation of the balance of payments acc@\itdérwards, between 2001 and 2003, it followed a
period of accelerated reduction of the inflatioteravhich has cancelled the bad impression letti¢o
general public by the poor management of the mopgtalicy in 2000. This decrease in the level of
inflation is appreciable, especially because actdo from the level of 10% to 1.9% in just two yga

is much more difficult to achieve in practice, thmreduction of the inflation level from 246% td%0 12
as it happened in Poland as well during 1990-1%%4nce, the NBP’s objective of reducing the
inflation rate below 4% was achieved, reaching thedevel observed in developed economies.

Figure 4 — The evolution of the annual inflation rate in Polard during 1999 - 2010
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Source: own simulation based on the dates prowgdeurostat and the National Bank of Poland

Regarding the period 2004-2010, the Council seirtfiation target in terms of headline inflation of
3,5%, the NBP striving to ensure that actual irdladoes not differ from the target by more thae on
percentage point in either direction (+x 1%). Despit the fact that in four out of six years thdatibn
target was not achieved, the deviations were mptifsgiant at all. Thus, we may conclude that
although since the adoption of this strategy hasenbonly three years in which the inflation target
was within the range establisheéde NBP’s capacity to ensure price stability hasebeproven to be
more efficient than in the previous monetary polisyrategy demonstrating in this way the improved
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central bank's capacity to manage and represeatstgpng argument in support of Poland's capacity
to adopt the euro.

3.4. Romania

The National Bank of Romania (NBR) has adoptedstretegy of direct inflation targeting in August
2005. The shift from the usage of the monetary eggges control strategy to the usage of the direct
inflation targeting strategy (DIT) was the NBR'spense to the instability of monetary aggregates, t
their poor correlation with the inflation rate aaldo to the poor results achieved by the counthias
have applied the monetary aggregates strategygyraince 1988, including the transition countries
like Czech Republic, Poland and Hungary.

The strategy implemented by NBR falls within théegary flexible inflation target (Svensson, 2000,
p.155-183) and, taking into consideration the gaingublic's awareness, the inflation target is base
on the Consumer Price Index (CPI), being set asdpomt within a target band of +/-1 percentage
point. Just like in the case of the other new EUnimer states, the set inflation target must take int
account both the requirements of the monetary palitd of the direct inflation targeting strategy as
well as those regarding the nominal and real cayareze of the economy.

On the other hand, the set inflation target musd abmply with the consolidation of the disinflatio
process that is determined by the calendar sehéadoption of the euro currency, which requihes t
achievement of a comparable level of inflation withe one stated in the Maastricht Treaty
requirements (Socol, 2009). In this respect, frddd32to date, the level of this target was gradually
descended, the central bank aiming to set real@iit feasible targets and to allow, through the
implementation of this strategy, public verificatiof the direction and effectiveness of the monetar
policy, enhancing thus its credibility. 13

Figure 5— The evolution of the annual inflation rate in Ronania during 2001 - 2010

—— Inflation rate - ---The lower limit of the band Inflation target - - --The upper limit of the band

Source: own simulation based on the dates prowgeturostat and the National Bank of Romania

As we can note from figure 5, the inflation ratanfred within the target range only for short periotis
time, especially until August 2007, after that manendergoing an upward trend and even reaching,
in July 2008, the value of 9.04%, while the targals set at 3.8% + 1%. However, the central bank
hasn't revised the target, but decided that woeldétter to decrease the monetary policy ratederor

to bring the inflation rate on a downward trend asdclose as possible to the target. The downward
trend lasted until July 2010, when the value of itiféation registered a significant increase, from
4.38% in June 2010 to 7.14% in July 2010, and the®,01% in March 2011. In the light of these
evolutions, Romania has at the moment the highéation rate from all the European Union member
states(Nuta, A.C., Nua, F.M., 2010). Even if it has been discussed thssibdity to modify the
inflation target, in the end it has been decideddbchange it since it has been considered that it
only a temporary increase, determined especialltheyncrease of the VAT from 19% to 24% in July
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2010, and since NBR is planning to adopt a flattimauinual inflation target of 2.5 percent +1
percentage point starting with 2013.

In general, the time elapsed since the adoptioth@fdirect inflation targeting strategy is relative
short in order to enable the development of an gagpianalysis which would be able to draw firm
conclusions about its contribution to the econopecformance, over the last years. Howetke
conceptual clarifications realized within the newegime, the more rigorous foundation of the
monetary policy decisions, and not lastly, the imped central bank's communication with the
general public are unquestionable assets that candirectly related to the implementation by NBR
of this monetary policy strategy.

4 Conclusions

Analyzing all the four new EU member states oudgteamphasized thahere are differences in the
expression of inflation target$lence, while Romania has continued with a tasg¢tas a midpoint
within a target band of +/-1 percentage point, dading gradually the level of this target, some
countries, such as Hungary, have changed the regitidnave adopted a continuous inflation target.
Also, while Poland set the inflation target in terof headline inflation from the very beginninge th
Czech Republic has twice changed the expressida wiflation target, from the inflation target et
terms of net inflation to a target band set in ®iwhheadline consumer price inflation, and thea to
inflation target set in terms of headline inflatioh3%, the CNB striving to ensure that actualatifin
does not differ from the target by more than 1%ither direction. Another issue that is underlibgd
our study is thatll the analysed countries have set targets folafitih over the medium term
emphasizing thereby the focus of their monetarycpabn medium-term developments, aaid the
four countries are enforcing a transparent monetpojicy, through quarterly reports on inflation. In
general, when the central banks have had to decidetype of inflation target, they have chosen the
target type that they considered could better asthé highest transparency and understanding by the
general public and the most effective monetary gyoln order to meet the Maastricht criterion
regarding inflation. But, each of the modalities ekpression the target has advantages and
disadvantages. For example, a target set as a mtdwithin a target band, like in the case of
Romania and Poland, brings for the problem of cimgpthe size of the band. Thus, on the one hand, a
possible application of a narrow band would implgteonger commitment of the central bank to
reduce inflation, but would also led to the deceeakthe central bank credibility if the inflatioate

will be outside the set band, and on the other hantlider band would imply a weaker commitment
of the central bank to reduce inflation. Also, th#ion for a target band offers a higher possipiiit
achieve the target then the case of a target sefiged point, but also in the first case the driity

of the central bank is much more affected if thgetis not achieved than in the second case.

14

Regarding the results obtained by applying thetesgsa of direct inflation targeting, our research
highlights that, from its adoption until Decembé&1@, the rate of inflation has decreased in all the
analyzed countrieHowever, in the case of Romania, inflation hagstered quite diversified values
during 2005-2010, recording sometimes much lowduesthan in August 2005, but other times
recording values close to or even higher. For exangt the end of 2009 the inflation rate value was
of 4.74%, unlike the value of 9% in August 2005t bu2010 the annual medium rate of inflation
registered an increase, especially as a resutieaihtrease of the VAT value, reaching 6.1%.

Table 2—The evolution of the annual inflation rate when paned with the moment of the adoption
of the direct inflation targeting strategy (DIT)

Effective DIT Inflation at the moment Inflation in Stable DIT

Country adoption date of the adoption of DIT 2010 period
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Czech Republic Dec. 1997 9.7% 1.2% Jan. 2002-presen
Hungary Jun. 2001 9.1% 4.7% Jan. 2007-present
Poland Oct. 1998 7.2% 2.7% Jan. 2004-present
Romania Aug. 2005 9% 6.1% -

Source: own simulation based on the dates prowgeturostat and by Roger S. (2009).

Concludingthe implementation of the direct inflation targetinstrategy was effective in all the four
countries analyzedthe brief periods of time when inflation was dédésthe set target being due to
shocks or factors which could not be influencedh®ymonetary policy, but in general the adoption of
this strategy led to improved communication betwten policy makers and the general public and
provided monetary discipline.
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