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It is hard to introduce inflation targeting without introducing an inflation target, but with the US
Federal Reserve’s new communications strategy, its chairman Ben Bernanke has done a creditable
job. The new system is imperfect and members of the Fed board will have to act responsibly to make it
work, but it is a sensible first step to a more comprehensive regime and will bring substantial benefits 
in itself.

Inflation targets are used around the world to try to anchor public expectations of price rises. The Fed
has not introduced one – Congress fears that it would be met at the expense of growth – but
incremental reform has some advantages. What the Fed will publish is the central  tendency of its
members’ individual growth and inflation forecasts for the next three years, but because the central
bank ought to be able to decide inflation three years out, that forecast will almost be a de facto target.

The Fed will also publish a commentary that will help to separate what is already assumed in its 
forecast from the risks to that forecast. The information will help markets to judge whether the Fed has
anticipated a piece of news, in which case it would not affect interest rates.

The change will not give direct guidance on future monetary policy. Each Fed member’s forecasts will
depend on their own assumptions about interest rates – which will not be published. One committee
member might expect inflation to be 2 per cent in three years if interest rates rise; another might
expect the same if they fall. Similar inflation forecasts may conceal differences on monetary policy.

The other challenge for the Fed is to make sure that the implied target for inflation derived from each
policymakers’ forecast is a stabilising force. Two things could happen.

On the one hand, the 12 members of the Federal Open Markets Committee may forecast a similar
number for inflation after three years, and their forecasts may move closer together. In that case the
market will have a clear idea of the Fed’s objective and it may be possible to move towards more
formal inflation targeting.

The alternative is that the 12 members adopt different forecasts – one saying zero and another 3 per
cent, perhaps – or that the overall forecast shifts over time. Such variation would create confusion
about the goals of monetary policy. If it starts to emerge, the Fed should rapidly revisit the regime.

Mr Bernanke’s reforms are sensible and show adroit handling of a tricky policy problem. It is now down
to the members of the FOMC to make sure that they work.
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