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Recent installments of this Blog introduced crucial elements of monetary policy, such as the inflation target and
the monetary policy interest rate. These elements are the building blocks of what is known as the tar get
inflation framewor k —the general structure under which monetary policy operatesin Colombia.

Thetarget inflation framework was introduced in Colombia at the end of 1999, close to the time it was adopted
by Brazil and Chile, and pursuant to the guidelines established by the central banks of New Zealand, Canada,
and England, enacted in the early nineties. Since then, it has gained increasing acceptance from both markets and
academia. A historical account of the target inflation framework in Colombia, prepared by Enrique Lopez,
Hernando Vargas, and Norberto Rodriguez, is available in Spanish in chapter 11 of the book Historia del Banco
de la Republica, cien afos.

Theinitial step in understanding this framework isto grasp its objective: to achieve an inflation target that helps
maintain output growth near its potential capacity. As observed, this objective has two components; we will
explain each separately and how they are connected.

The first component of the objective establishes the fulfillment of an inflation target. This statement is not just an
aspirational proposal, but rather a commitment that plays a key role in the framework’ s performance. Insofar as
the monetary authority establishes a credible target, this becomes the inflationary anchor. The latter means
inflation expectations will revolve around the target and, consequently, price adjustments introduced by
economic agents —such as companies and househol ds— based on their inflation expectations will be consistent
with the target, concurrently contributing towards its fulfillment. Under these conditions, agents that implement
price increases beyond the inflation target risk losing market share to competitors.

The use of an anchor is not anew ideain monetary policy. Historically, the most common nominal anchor linked
the currency’ s value to gold, otherwise known as the gold standard. Fixed exchange rates were also employed as
anchors, coupling the local currency to a primary currency such as the US dollar or the British pound sterling.
Monetary aggregates, such astotal cash and bank deposits, also served as anchors, based on the impression that
controlling the volume of money would enable low, stable inflation. The purpose of these anchors was to signal
to the market that the monetary authority had a genuine commitment to price stability. Nonetheless, these
anchors were progressively abandoned as changes in financial markets rendered them obsolete. The target
inflation framework replaced the role the old anchors played in monetary policy, no longer based on the value of
aparticular variable but on a different logic: the credibility of the target.
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Banco de la Republica (the Central Bank of Colombia) began to publish inflation targets with the enactment of
Law 31 of 1992. Graph 1 illustrates the progression of this targetl. Although inflation targets were not met
during the first few years, they helped steer annual inflation onto a downward path. With the adoption of the
target inflation framework at the end of 1999, annual inflation targets were met more consistently. As shown,
after repeated positive and negative inflationary shocks between 2000 and 2020, inflation continually returned to
the target, demonstrating the effectiveness of the target inflation framework and its anchoring role. The current
inflationary shock stands out as the most intense and prolonged since the target inflation framework began. The
Board of Directors of Banco de la Republica maintains its commitment to restore credibility and revert inflation
to the target, as has happened after previous shocks.

The second component of the target inflation framework objective seeks to maintain output growth at or near its
potential capacity, which isthe maximum level of production of goods and services using the available factors of
production. Thislevel of production depends on factors outside the realm of monetary policy, such as the
number of workers (demographics), their educational level, capital investment, available land and technology,
communications, transportation, and power generation infrastructure, among many others.

When inflation is close to the target and demand is expected to exceed what can be sustainably supplied by the
economy’ s productive level —thereby generating upward price pressures— the monetary authority must raise



the policy interest rate to avoid overheating the economy. By doing so, it reduces excess demand, mitigates
inflationary pressures, and stabilizes gross domestic product (GDP) growth, consistent with productive capacity.

Similarly, when a contraction in demand is foreseen, and output is below its potential, the monetary authority
should preemptively reduce the policy interest rate to limit resource slack and support the economy’s return
toward its potential level.
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The above describes the countercyclical role of monetary policy under the target inflation framework. Note that
this approach is consistent with avoiding deviations of inflation above or below the established target, while
helping output growth remain close to its potential.

Beyond this countercyclical response to demand shocks that influence the business cycle, monetary policy under
the target inflation framework also requires responding to supply or cost shocks that can affect inflation beyond
changes in demand. For instance, thisis the case with climatic factors that affect food prices, variationsin
international import prices, exchange rate fluctuations caused by international phenomena, and changes in taxes
(VAT) or wages resulting from public policy decisions.

To the extent that these factors affect pricesin arestrained and transitory manner, the monetary authority can
anticipate and implement an effective communication strategy that explains the origins of said occurrence.
However, should these shocks influence medium- and long-term inflation expectations and convert atransitory
impact into a persistent one, the monetary authority must respond by raising or lowering the policy interest rate
as appropriate to safeguard the credibility of the inflation target, even if the resulting action is not necessarily
countercyclical.

1 ? The annual inflation targets are very specific. However, as of 2003, they were constrained within a range that
initially was +/-0.5% and is now +/-1%. The purpose of these ranges is to accommodate supply shocks, which
are generally temporary in nature. As of 2009, Banco de la Republica adopted 3% as its long-term annual
inflation target.



Related Economic Concepts
e Inflation
o Itisthewidespread and sustained increase in the prices of the goods and services most
representative of household consumption in a country.
Inflation expectations
o These are the estimates made by economic agents (households, businesses, investors, and experts)
regarding the future level of inflation. If they believe that prices will rise by 3.0%, they adjust their
decisions accordingly; that is, they negotiate wages, contracts, and prices based on thisfigure. This
can drive future inflation to end up close to that 3.0%, acting as a self-fulfilling prophecy.
Inflation target
o Within an inflation-targeting framework, it is the objective set by the Central Bank to keep inflation
low and stable. In Colombia, the target is 3.0%. The target serves to guide expectations and
economic decisions, aiming for stability and sustainable growth. Monetary policy is designed to
achieve this target.
Policy interest rate
o Itistheinterest rate at which Banco de la Republica lends to or borrows from financial institutions,
generally for aone-day term. Thisrate is Banco de la Republica’ s main policy instrument.
Nominal anchor
o A variable set to guide agents’ expectations. Examples of anchors include gold, the exchange rate,
monetary aggregates, and the inflation target.
Potential output
o The maximum level of output that an economy can achieve using all its available resources without
generating inflationary pressures.
Monetary aggregates
o The set of financial assets that perform the functions of money in the economy, namely serving as a
medium of exchange, an accounting unit, and a store of value.
Economic agents
o Individuals or groups that make decisions within the economy. Examples include consumers,
students, citizens, workers, and each one of us, as well as collective entities such as firms, sports
teams, governments, and other organizations.
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Related Questionsand Answers

What is the target inflation framework?

It isthe general framework under which monetary policy operatesin Colombia. Banco de la Republica makes
interest rate decisions with the intent of bringing inflation to the target and contributing to maintaining economic
activity (the economy’s output) close to its potential level (the level of production when the economy operates at
full capacity).

What isthe inflation target, and why is meeting it important?
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Theinflation target is the quantitative objective set by Banco de la Republicato comply with the constitutional
mandate of preserving the purchasing power of money through low and stable inflation. When the target is
credible, it becomes an inflation anchor around which inflation expectations will revolve. Thisimplies that the
price adjustments economic agents make according to their inflation expectations will be in line with the target,
thereby contributing to its fulfillment.

When was an inflation target adopted in Colombia, and how has it changed since then?

Banco de la Republica began to publish inflation targets with the enactment of Law 31 of 1992. Although
inflation targets were not met during the first few years, they did guide annual inflation towards a downward
tragjectory. Since 1999, the targets have been met more consistently and, despite the inflationary shocks
experienced between 2000 and 2020, inflation has always converged to the target. In the context of recent
inflationary shocks, the Board of Directors of Banco de la Republica remains committed to bringing inflation to
the target. All of the above demonstrates the effectiveness of the target inflation framework and the anchor role
that the target fulfills.

What is the objective of maintaining economic activity (the economy’s output) around its potential level?

When inflation is close to the target and demand is expected to exceed potential output, in turn generating
upward price pressures, Banco de la Republica anticipates the situation by increasing the interest rate to avoid
the economy’ s overheating, circumvent most inflationary pressures, and stabilize GDP growth in a manner
proportionate to its potential. On the other hand, when an expected contraction in demand is foreseen, and the
output level falls below its potential, Banco de la Republica preemptively reduces the interest rate.

Can the objectives of maintaining inflation at the target and stabilizing output growth around its potential level
come into conflict under an inflation-targeting framework?

It depends. When inflation increases due to excess demand from households and companies, there is no conflict.
Closing the output and inflation gaps relative to the target requires raising central bank interest rates (benchmark
rates) to cool the economy. In this case, monetary policy is said to operate countercyclically. In contrast, when
inflation rises due to supply shocks —for example, when food prices rise sharply due to climatic factors such as
droughts or in production costs through significant increases in the exchange rate or wages— the central bank
must raise its interest rates so inflation can converge back to the target, even if there is no excess demand in the
economy. In such a situation, monetary policy might not be deemed as countercyclical.

Blog articles are for information purposes only. The opinions expressed and possible errors are the sole
responsibility of the Editorial Committee and do not imply any commitment on the part of Banco de la
Republicaor its Board of Directors, blog@banrep.gov.co
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