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Abstract: Most emerging market central banks have adopted inflation
targeting as their monetary policy system. The heart of inflation tar-
geting system is inflation expectations. The success of a central bank
in achieving targets depends on to the extent to which inflation expec-
tations are formed by the announced targets. As the credibility of the
central bank increases, its ability to affect the public expectation also
increases. The public adjusts its inflation expectations based on an-
nounced inflation target only in case of that they believe that the cen-
tral bank has the sufficiency to reach the inflation target. Credibility
enables expectation to be formed in a forward-looking way by weak-
ening its connection with the past. This study aims to contribute to
the literature concerning the effects of credibility on monetary policy.
For this purpose, using data of six emerging inflation targeting econo-
mies (Turkey, Brazil, the Czech Republic, Chile, Poland, and South
Africa), the empirical tests were carried out in order to understand
the effect of the credibility on the behaviour of inflation expectation in
emerging economies. The findings denote that credibility is quite rel-
evant to reduce inflation expectations and contributes to the strength
of inflation targets being an anchor for inflation expectations.
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Introduction

This article provides a perspective on the anchoring effect of monetary policy
credibility based on economic theory and empirical evaluation. The last 30 years
of literature on monetary policy points out that credibility is very crucial to the
success of disinflation policies. Monetary policy credibility that is nominated as
the key element in modern monetary policy literature is often used to refer to
the central bank's ability to manage inflation expectations of economic actors.
Expectation is the belief of economic actors about what the future brings and the
confidence in central bank’ ability to reach its goals, namely the credibility (De-
mertzis &Viegi, 2016). While the analysis presented here towards understanding
the role of credibility is based on six inflation targeting emerging economies, I
believe that the results comprise broadly to most inflation targeting emerging
economies.

Over the past three decades, many central banks have adopted inflation target-
ing system as a monetary policy framework to manage price stability. Central
banks are able to overcome the problem of lack of confidence and strengthen
their credibility under inflation targeting by announcing a strong commitment
to the target and implementing monetary policy in accordance with its target
(Aguir, 2018). In this system, a central bank estimates a numerical "target" or
“target range" for inflation over a specific horizon and announces it to the public?,
then makes a strong commitment to attempt directing actual inflation toward
target inflation. The main concern behind this is to keep inflation expectations
under an anchor via the target (Johnson, 2002). In the next stage, the only thing
the central bank has to do is to match what it says and what it does.? If the central
bank adjusts its short term policy interest rate by rationally and timely decisions
in accordance with inflation target, the central bank would have built credibil-
ity. Building credibility makes easier for the central bank to manage economic
agents’ inflation expectations.

What is credibility? The term ‘credibility’ is defined in a variety of different ways
in the monetary policy literature. In effect, credibility is a quality assessment of
monetary policy implementation. Cukierman and Meltzer (1986a) define cred-
ibility as “the absolute value of the difference between the policymaker's plans
and the public's beliefs about those plans”. this definition implies that the smaller

> Svensson (1997), argues that inflation targeting is essentially an “inflation forecast targeting"
since inflation targeting is a system in which the central bank's inflation forecast becomes an
explicit intermediate target.

* Let's remember Alan Blinder's famous words “Credibility is built by matching deeds to words”.
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the difference, the greater the credibility of monetary policy. Blinder (1999) says
that “a central bank is credible if people believe that it will do what it says”. Ac-
cording to Friedman (2002), “a credible central bank is one that is believed to be
firmly committed to low inflation”. On the other hand, credibility is also defined
and measured by the degree to which inflation expectations are anchored on a
specific inflation target. For example, as for Svensson (2009), “the credibility of
an inflation targeting regime is usually measured by the proximity of private-
sector inflation expectations for different time horizons to the inflation target”.
In terms of this approach, the closer the expectations are to the target, the higher
the degree of credibility.

How can a central bank create or enhance credibility? The theoretical literature
suggests that a central bank can gain credibility by being bound by a policy rule
annihilating the possibility of time inconsistency. Though Taylor (1983) and Bar-
ro & Gordon (1983) claimed that in the absence of constitutional enforcement,
policy rules will not bring credibility because they are not dynamically consist-
ent. Central bank’s powers and duties should be enhanced by law. On the other
hand, Cukierman & Meltzer (1986a) argue that the absence of a binding con-
stitutional rule is not the only reason for imperfect credibility. A policymaker's
imperfect control of money, changing objectives, and an incentive to maintain
some degree of ambiguity can be the reasons behind imperfect credibility. On the
other hand, central bank independence helps the central bank to keep its promise
about inflation targets by facilitating to determine objectives and instruments
for monetary policy implementation, without the influence of the government or
another institution or individual (Radovi¢, Radonji¢, & Durasgkovi¢, 2018).

Monetary policy affects the cycle not only by directly affecting aggregate demand
and supply but also by shaping expectations (Martin, 2020). As pointed out in a
huge amount of literature, the success for a central bank depends on the extent to
which the expectations of the public are reshaped by the announced targets that
is used as an imaginary wand to anchor inflation expectations. This is a point that
deserves attention. The announcement of targets is necessary but not sufficient.
The unique complementary condition for success in anchoring inflation expecta-
tions is credibility.

The growing interest in the credibility of monetary policy announcements is
partly based on the revolution of rational expectations. While the assumptions
of the rational expectations hypothesis are valid, a completely credible central
bank can reduce inflation thanks to its strong ability managing inflation expecta-
tions, without creating a negative impact on employment (Blinder, 1999). How to
achieve this performance? No doubt, the key element of this process is credibility.
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If prices which are determined today reflect future expectations, inflation can
be deflated by reducing inflation expectations without the need to raise inter-
est rates. Hereby, the anti-inflationary process costs minimum production and
employment losses. Hence, the more credible the monetary policy, the lower the
social cost.

The essence of credibility is the public belief in the possibility of achieving the
central bank's previously announced targets. There is no doubt that credibility
is a forward-looking concept and is directly linked to expectations. As for infla-
tion targeting, inflation expectations lie in the core of this system. If the success
of the anti-inflationary policy is linked to lower social cost or sacrifice ratio, then
inflation expectations need to be managed well. Only in the case that the public
believe that the central bank's capability to reach announced targets can inflation
be lowered without cost. Thus, how the public responds to the announced targets
is the main concerns of monetary policymakers in the inflation targeting system.
Only if credibility exists, the public believes in the central bank and forms its
expectations based on the announced inflation targets and inflation expectations
are anchored. Otherwise, inflation expectations cannot be anchored and act to-
gether with past inflation rates (de Mendonga, 2018).

This study aims to question empirically how much credibility contributes to the
anchoring strength of inflation targets by using data from six developing coun-
tries. The rest of the study is organized as follows. The section below addresses
empirical studies in the literature. The third part deals with the issue of measure-
ment of monetary policy credibility and a time-varying index has been created
for the sample countries. Section 4 presents empirical shreds of evidence in order
to understand whether monetary policy credibility is significate on the behav-
iour of inflation expectations and how much credibility associated with inflation
targets contribute to anchor inflation expectations. The last section summarizes
and concludes.

1. Literature Review

After being introduced inflation targeting as a monetary policy strategy, the em-
pirical literature on the behaviour of inflation expectations has expanded. If in-
flation expectations behaviours are meant to be addressed, the issue is directly
linked to inflation expectations and monetary policy credibility. Therefore, there
exist a number of empirical studies both for developed and emerging countries
attempting to provide evidence on the impact of monetary policy credibility on
the behaviour of inflation expectations and the ability of inflation targets to an-
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chor expectations. While some studies addressed the direct relationship between
inflation targets and expectations, the others focus on whether the monetary
policy credibility has changed the relationship between them. It should be noted
that empirical studies, whether for developed countries or emerging countries,
have produced largely consistent results implying that the credibility improves
outcomes of the monetary policies. However, the number of studies dealing with
emerging countries remains limited.

Johnson (2002) investigated the change of inflation expectation behaviour using
a panel method for five inflation targeting and six non-inflation targeting coun-
tries and found that inflation expectations fall following the announcement of
the targets. Likewise, Johnson (2003) also investigates the effect of inflation tar-
gets on expectations in five industrialized countries. In his paper, it is evidenced
that targets reduced the level of expected inflation except for United Kingdom.

Levin, Natalucci & Piger (2004), analysed the behaviour of medium- and long-
term inflation expectation and persistence for inflation (CPI) for inflation tar-
geting and non-inflation targeting countries in the period 1994 and 2003. They
found that inflation targeting plays an important role in anchoring inflation ex-
pectations. In addition, according to the findings, while in non-inflation target-
ing economies, inflation expectations are highly sensitive to past inflation rates,
in contrast, in the inflation targeting economies, there is almost no relationship
between inflation expectations and past inflation rates.

Giirkaynak, Levin & Swanson (2006) investigated the anchoring effect of infla-
tion targeting on long-run inflation expectations by comparing inflation targeters
and non-inflation-targeter industrialized countries. Regressions performed on
different periods for each country provides evidence supporting the view that a
credible inflation target helps to anchor expectations.

Tanuwidjaja & Choy (2005) constructing a small-scale macroeconomic model of
a forward-looking nature for Indonesia, performed a deterministic and stochas-
tic econometric simulation to investigate the role of central bank's credibility in
procuring the acquisition the inflation target. The findings imply that zero cred-
ibility is undesirable in any case for Indonesia. Moreover, it is found that the level
of credibility plays an essential role in achieving inflation target much faster.

Croitorov (2009) addressed the effects of monetary policy credibility of Kazakh-
stan and Moldova with a simulation analysis conducted using quarterly data for
the period 2000 - 2007. For this purpose, by building a small macroeconomic
model in which inflation expectations are forward-looking, the period of time in
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which the macroeconomic variables approach the long-term values is estimated
at different credibility levels. According to the results of the study, under low
monetary policy credibility, inflation achieves its target in a period twice as long.
In addition, the inflation target, accompanied by a full credible commitment, can
reduce inflation much faster, comparing to a non-credible one. The most strik-
ing result of the study is that it is not necessary for the central bank to gain full
credibility in order to shorten the disinflation process. It is enough for a central
bank to provide strong commitment related to inflation targets in order to bring
inflation down much faster.

Yuxiang & Chen (2010), using the empirical analysis based on a large-scale sur-
vey for Chine in 2008, analysed the role of monetary policy credibility on indi-
viduals inflation expectations. They found evidence implying that when price is
rising, perceived policy credibility can stabilize inflation expectations.

Demertzis, Marcellino & Viegi (2010) analysed the strength of the link between
past inflation and inflation expectations, and anchoring of inflation expectations
to the announced inflation targets by using the VAR model for European coun-
tries in the period after 1999. It is found that past inflation rates and inflation
expectations have been less dependent for the last decade and that the announced
inflation targets aid to anchor inflation expectations at the desired level. How-
ever, findings indicated that the anchor strength is not constant.

Issler & Santos (2018) investigated the relationship between central bank cred-
ibility and inflation expectations by estimating the heteroscedasticity and auto-
correlation consistent (HAC) covariance matrix and using Generalized Method
of Moments (GMM) for the Brazilian economy. The paper found that the cred-
ibility helps to re-anchoring of long-term inflation expectations in all horizons.

Using OLS estimations based on seven inflation targeting emerging economies,
de Mendonga (2018) analyses the association of credibility with inflation expecta-
tions. The main result of the study, which provides evidence that credibility can
be correlated with inflation expectations, is that the transition to inflation target-
ing is not a sufficient condition for anchoring inflation expectations. Moreover,
findings signify that low credibility performance leads to the predominance of
the backward-looking behaviour in the formation of inflation expectations.
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2. Measuring Monetary Policy Credibility

Credibility issue, first systematically examined by Kydland & Presscott (1977)
and Barro & Gordon (1983) has become the subject of more and more studies.
So, the number of initiatives to measure credibility has increased in the recent
monetary policy literature. Since it is not an objective and quantitative concept,
credibility is hard to specify and even more difficult to measure in practice. Nev-
ertheless, credibility has been tried to be quantified, based on two different ap-
proaches in the empirical literature. The first is credibility creation approach and
the other one is the credibility impact approach.

Credibility creation approach is a quantification of the factors that influences
central bank credibility such as central bank independence, transparency, ac-
countability, the conservativeness of head of the central bank, history of honesty,
history of fighting inflation, constrained by a rule, small fiscal deficit or debt, suc-
cess in achievement of inflation targets, good governance. To date, many studies
used central bank independence as a proxy of credibility. However, this approach
is impractical and its results can be unreliable because the factors thought to
affect credibility are more steady individually, comparing with credibility influ-
enced by many factors (Mackiewicz-Lyziak, 2016; Blinder, 1999; Dogan & Boz-
demir, 2014).

According to the credibility impact approach, credibility is quantified based on
factors such as inflationary expectations and long-term interest rates. Compat-
ible with the definition of credibility, empirical studies based on this approach
uses inflation expectations as the simplest measure of credibility. In this method,
credibility is measured either by the degree of deviation of inflation expectations
from the inflation target or by the weight of the inflation target attached by eco-
nomic agents during the formation of inflation expectations. In this context, it
seems possible to measure the credibility of the inflation target announced by the
central bank in t-1 period with the deviation of inflation expectations from this
target (Eq. 1). If it is assumed that the central bank announces a zero inflation
target for period t in the period of t-1, the socially optimal policy implies zero
expected inflation. Thus, the credibility of the zero-inflation target announce-
ment in period t-1 can be measured by the negative of the absolute value of the
deviation of inflation expectations from zero. In this case, the closer the inflation
expectations to zero, the higher the credibility and vice versa (Faust & Svensson,
2001).

o1 = —|tye1] (1)
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This expression is called as “the average credibility of announcements” by Cuki-
erman & Meltzer (1986b)*. According to this, “average credibility is inversely re-
lated to the distance between the current target announcements and the public's
beliefs”. Credibility indices derived based on the credibility impact approach re-
flect the fundamental relationship between credibility and inflation expectations,
that is, expectations from targets. According to these indices, credibility changes
inversely with the degree of deviation of inflation expectation [E(m)] from infla-
tion target [r]. In this study, the credibility series are calculated using a well-
known index proposed by Cecchetti & Krause (2002). The index is defined as
below:

1 if E(m) <mt
1- o.zl—nt [E(n) — nt] if it < E(m) < 0.2 2)
0 if E(r) = 0.2

According to this index, monetary policy credibility takes values between 0 (no
credibility) and 1 (full credibility). If expected inflation is equal or less than the
inflation target, the credibility index takes the value of 1. At the other extreme,
if expected inflation exceeds 0.2, the index gets the value of 0. Finally, if expect-
ed inflation is between the inflation target and 0.2 (higher than the former, and
lower than the latter), the credibility index takes a value between 0 and 1. In this
index, the value of 0.2 is assumed to be the threshold at which monetary policy
loses control and thus credibility completely.

In this study, 12 months ahead inflation expectations are used for estimation of
the credibility index for each country. Figure 1 illustrates the credibility index
calculated by using Eq 2. for each country. It is seen that credibility performance
of the countries is not brilliant. However, the worst credibility performances be-
long to Turkey and South Africa of which average credibility values are 0.86 and
0.88, respectively. It is seen that although showing regular improvement until the
end of 2009, Turkey’s credibility index declined steadily as of early 2010. In the
case of South Africa, the credibility index presents its worst performance in 2008,
then gains stability.

* Cukierman & Meltzer (1986b:40) have proposed another measure of credibility called marginal
credibility measuring the extent to which a one-unit change in announced targets affects expec-
tations.
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Figure 1: Monetary Policy Credibility Indices
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3. Data and Sample

Description of variables used in the model, including specific data source and
descriptive statistics are presented in Appendix 1.

The credibility index (cred) calculated in the previous section was used as a proxy
of credibility. For the inflation expectation variable [E , (7) ], 12 month ahead
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inflation expectation series collected from official websites of the Central Banks
was used in the analysis. Inflation series (inf) were acquired from the OECD
database as an annual growth rate of CPI (%). The inflation target series (target)
were composed off by transforming the year-end inflation targets into quarterly
frequencies by the linear interpolation method. The interaction term was ob-
tained by multiplying the inflation target variable and the credibility variable.
All variables are expressed in logarithms.

Table 1: Sample countries and data ranges.

Countries Data Range
Turkey 2006q1-2018g2
Poland 2004120162
Brazil 2006q1-201893
Czech Rep. 200641201803
South Africa 2006q1-2017q1
Chile 2006q1-201893

Unit root tests were held for all the variables of each country using Dickey-Fuller
test (DF) with constant, constant and trend and as well Phillips-Perron that al-
lows autocorrelation and in error terms. Non-stationary series were used as I(1)
in the analysis. The results of the performed tests are shown in Appendix 2.

4. Methodology and Findings

According to the theory, if the credibility of the central bank is high, economic
actors are less sceptical about that the central bank can achieve the announced
targets (Cukierman & Meltzer, 1986a: 1100). Hence, as credibility increases, the
speed and degree of adjustment of inflation expectations to inflation targets in-
creases. Considering that the key principle in the success of inflation targeting is
to bring inflation expectations closer to the target, high credibility facilitates the
achievement of targets by increasing the anchoring strength of inflation expecta-
tions.

This section provides pieces of empirical evidence to assess the impact of credibil-
ity on inflation expectations. The evidence obtained in this section enables us to
monitor whether the central bank may succeed in bringing inflation expectations
closer to inflation targets by building its credibility. If the empirical findings sup-
port the theoretical claims, the central bank may strengthen the forward-looking
behaviour of inflation expectations by adopting policies to improve its credibility.
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That means that inflation expectations are fed less from past inflation rates and
more from inflation targets.

To make it clear that whether credibility is related to inflation expectations, OLS
estimates have been made based on some variations of the model in Eq. (3) pro-
posed by de Mendonga (2018).

E¢(ryq) = cred; Xtargeteyq + (1 — cred,) X (ayinfi—y + aginfe; +azinfi_3 +ayginfi_4 (3)

The logic of the model in Eq. 3 based is quite simple. In the model, the weight of
the inflation target is determined by the degree of credibility. As credibility in-
creases, in the formation of inflation expectations, the weight of inflation targets
increases and the weight of past inflation rates decrease. In this case, three dif-
ferent situations arise: As first, when credibility is full (cred=1), the weight of past
inflation rates within the model is zero, in other words, inflation expectations
are completely anchored to the inflation target. Secondly, when credibility is zero
(cred=0), the effect of inflation targets on inflation expectations is also zero. That
is, inflation expectations are completely indexed to past inflation rates. Finally, in
the case of a certain degree of credibility (not maximum, 0 <cred <1), inflation
expectations is adjusted to both inflation targets and past inflation rates. In this
framework, credibility is the weight of the inflation target in the determination
of inflation expectations and the lack of credibility is the weight of past inflation
rates (de Mendonca, 2018: 9).

The models of the study are as follows:

The first model takes into account the credibility effect on inflation expectations
that correspond to:

Epy(m)=ay+aycred+¢ 4)

The second model excludes the credibility effect in order to observe whether only
announcing an inflation target is sufficient to anchor inflation expectations, that
is:

Ei, () = Byinf + Bitarget + € (5)

The third model helps us to check whether adding the credibility in the model
(Eq. 5) improves the forecast performance of inflation expectations through the
adjusted coefficient of determination (Adjusted R2 ):

Ei,(m) = ypinf + yitarget + yocred + & 6)
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The fourth and last model allows us to see whether adding credibility to inflation
targets increase the anchoring strength on inflation expectations by means of an
interaction term (target*cred).

Ei, () = poinf + p; (target = cred) + ¢ (7)

The results in Table 2 demonstrate that credibility has significant effects on infla-
tion expectations in all cases. In the first model (Credibility Effect Model, Eq. 4),
the credibility coeflicients («,) are negative and have statistical significance at the
1 percent level for all countries (Column 1). This implies that inflation expecta-
tion is inversely related to credibility in all countries. Accordingly, the increase
in the credibility of monetary policy ensures inflation expectations to be lowered
and vice versa. Considering the fact that inflation expectations are higher than
the inflation targets is a common situation in developing economies, an increase
of credibility contributes to convergence inflation expectations to the target and
helps the central bank to anchor expectations to the target. However, the cred-
ibility coefficients are lower in Turkey and South Africa with weak credibility
performances. This result provides evidence that the impact of credibility on in-
flation expectations decreases as the credibility gap increases. As well, coefficient
of inflation expectations is still low, and agents are more backward looking when
forming their expectations.

The results of the second model (Model without Credibility, Eq. 5) are impressive
in that they provide evidence that only announcing an explicit inflation target
does not guarantee inflation expectations to anchor. While the coefficient of in-
flation (3,, Column 4) is positive and statistically significant in all countries, the
coeflicient of the inflation target (3,, Column 5) is not statistically meaningful,
except in Turkey. These results imply that inflation expectations would continue
to be shaped according to past inflation rates in the absence of credibility even if
the inflation target is publically announced.

When compared with the Model without Credibility, the greater adjusted R2 sta-
tistics obtained from Model with Credibility in all countries (column 10) indi-
cates that adding credibility to the model enhances forecast performance of the
inflation expectations. In addition credibility coefficients ( y,) remains signifi-
cant at the 1 percent level.

The results of the Model with Interaction Term provide strong evidence of the
extent to which credibility is necessary for inflation expectations to be anchored
to inflation targets. While not having a meaningful effect on inflation expec-
tations (excluding Turkey) in the second model (Column 5), after introducing
credibility, inflation targets seem to have meaningful effects on the expectations.
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The interaction term (target*cred) is positive and statistically significant in all
countries. This positive relationship implies that inflation expectations move in
same path as inflation targets when they explicitly involve credibility. Therefore,
these results are evidence that credibility increases the anchoring strength of in-
flation targets on inflation expectations. Diagnostic test results were presented in
Appendix 3.

These results can be regarded as evidence that the credibility increases anchoring
ability of inflation targets on inflation expectations.

Table 2: Estimation results of inflation expectations

Credibility Effect Model (1)

Ei,(m) = ag+ ay cred + ¢

Model without Credibility (2)

Eyp () = Boinf + Pitarget + €

Countries T Q o) @ o ©)
a, q, Adj. R? B, B, Adj. R?
Turkey 0.003 1.57% 0.56 0.18* 0.42* 0.39
Poland -0.05 -5.63* 0.21 041% 0.007 019
Brazil 0.003 -418* 049 0.24%* -0.001 0.05
Czech Rep. -0.005 -4.85* 0.66 0.04%* 0.07 012
South Africa 0.001 235 097 0.21% -0.09 0.8
Chile 0.006 -3.89* 0.69 027 0.25 014
Model with Credibility (3) Model with Interaction Term (4)
. Ei, () = yginf + yitarget + y,cred + & Ei, (1) = poinf + p, (target * cred) +¢
Countries =) ® ©) (10) ) 1) (1)
) iz A Adj. R? P, 3 Adj. R?
Turkey 0.02%* 0.66* -176% 096 0.10%* 041 0.55
Poland 0.29%* 0.008 -437* 032 0.30%* 17 034
Brazil 011 -0.001 -407* 052 011 131% 052
Czech Rep. 0.02%% -0.04 4,69 069 0.2 125 071
South Africa 0.01 -0.04 -2.30% 096 0.02%% 061 093
Chile 013 012 3.87% 078 0.001 Ik 078

Note: (*), (**) and (***) show %1, %5 and %10 statistical significance level respectively.

5. Conclusion

This study addresses the effect of monetary policy credibility on inflation expec-
tations and the anchoring ability of inflation targets by using data of six inflation-
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targeting emerging countries (Turkey, Poland, Brazil, the Czech Republic, South
Africa, and Chile). By using simple models developed on the basis of theoretical
claims, the degree to which inflation expectation behaviours are influenced by
past inflation rates and inflation targets have been investigated in cases where
credibility exists or is absent.

This paper has presented a number of results supported by evidence showing that
monetary credibility is the key piece in the monetary policy puzzle. First, an in-
crease in credibility of the monetary policy helps to lower inflation expectations.
Secondly, in the absence of credibility, inflation expectations are almost entirely
shaped by past inflation rates and are further adapted to inflation targets after
being integrated into the credibility. This means that the announcement of an
explicit inflation target by monetary authority is not sufficient to anchor inflation
expectations. However, even in the aftermath of credibility, the anchoring of in-
flation expectations to the targets is not full in any of the sample countries. This
indicates that there exists a credibility gap in the sample country group. Moreo-
ver, in countries with poorer credibility performances (Turkey and S. Africa), the
degree to which expectations are adjusted to targets is relatively low compared
with the others.

When the findings are evaluated, the main conclusion of the study is that the an-
nouncement of an inflation target that is not supported by credibility would not
be enough to anchor inflation expectations. Lack of credibility leads to inflation
targets losing their power of being an anchor for expectations. In the event that
inflation expectations get rid of the anchor, past inflation rates begin to guide
expectations having backward-looking behaviour. On the other hand, through
policies that eliminate the credibility gap inflation expectations may gain for-
ward-looking behaviour by linking up to inflation targets.

Building up credibility remains a challenge for policymakers for the reason that
it requires a long and challenging process. However, countries exposed to the
credibility gap need to take some steps without delay. First of all, supporting the
inflation target with a strong commitment is the initial step in the credibility
facility. Following this step, the monetary authority should follow policies con-
sistent with its commitment to avoid time inconsistency. In addition, there exist
some common beliefs in the literature that independence, accountability, and
transparency positively correlate with monetary policy credibility. These beliefs
also have been supported by empirical pieces of evidence. The more public moni-
tor and understand the policies, the more they rely on them. Therefore, a high
level of transparency and extensive communication policies should be adopted to
close the credibility gap.
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Appendix 2: Unit Root Test Results

ADF pP-p
Level First Difference Level First Difference
Cons.  Cons&Trend ~ Cons.  Cons&lrend ~ Cons.  Cons&Trend ~ Cons.  Cons&Trend
Turkey
cred 0.025 -0.69 -5.28% -5.50% -0.30 -1.01 -5.18% -5.39%
E,(m -0.60 -0.83 -5.62* -5.18* 2219 272 -5.40% -6.43%
inf -0.65 -0.65 -8.83* -941% -2.62 246 -7.84% -11.8%
target SLBTRRR 34 308* 47 -2.06 -2.06 -407* -410%*
Poland
cred -2.38 2243 -6.35% -6.32% -2.65 -2.68 -6.35% -6.32%
E,(m -0.87 -1.07 -5.07* S5 -0.69 -140 -5.06* S5
inf -0.80 -167 -5.05% -4.95% -1.25 -2.02 -5.04* -4.94%
target -1.95 -1.54 -8.09% -8.88* -8.62% -991% - -
Brazil
cred -1.84 177 -6.87% -6.83% -1.89 -1.84 -6.87* -6.83%
E,(m -0.87 -1.07 -5.07% S50 -0.69 -140 -5.06% S50
inf 3.51% -3.58%* -3.29%* -3.29%* -2.09 210 -3.40%* -3.39%%
target -707* -7.06* - - -707* -706* - -
(Czech Republic
cred 271 -3.89%% -410% -4.05%% 248 -2.68 -3.65% -3.60%*
E,(m 245 -3.08 3.74% 372 -1.80 -2.31 S377* -3.76%%
inf .97 322 -5.84* 5.77* 244 -2.58 -4.64% -4.61%
target -313* .94 -145 -1.59 -5.50% 279 -145 -162
South Africa
cred .57 273 -419* -4.26* -2.28 -2.30 -419* -4.29*
E,(m -2.25 -2.36 -4.42% -4.55% -2.62 -2.58 -445% -4.60*
inf -.95%* -3.05 -4.04% -4.05%% -2.63 -2.62 -401% -415%
target -6.72% -6.70% - - -6.72% -6.70% - -
Chile
cred -1.27 -240 -10.5% -11.9% -303%% -3.27 -1.68* -7.51%
E,(m -4.64% -4.83% - - -3.02%* -3.10 -4.21* —-411%
inf -470¢ -4.15% - - -2.68 -2.70 -3.70% -3.66**
target -731% -171% - - -731% -7.83% - -

Note: * and ** shows %1 and %5 statistical significance level respectively.
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