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1. Introduction

Since its adoption by Chile in 1990, the monetary policy framework known as inflation targeting
(hereafter IT) has been implemented by an increasing number of other emerging countries. Thus, by the
end of 2009, there were eighteen emerging market economies which had adopted this monetary
policy strategy, predominantly Latin American and Central and Eastern European countries.1 Moreover,
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A B S T R A C T

This paper investigates whether the adoption of inflation targeting

(IT), by strengthening central bank independence and maintaining

inflation at low levels, has encouraged the governments of

emerging economies to improve the collection of domestic tax

revenue in order to recoup the loss of seigniorage revenue. Using

the propensity score matching methodology, a micro-econometric

methodology recently used in macroeconomics, we evaluate the

‘treatment effect’ of IT on fiscal mobilization in emerging countries

that have adopted this monetary policy framework. Our empirical

analysis, conducted on a sample of 59 countries (19 IT and 40 non-IT

countries) for the period from 1980 to 2009, shows that on average

IT adoption has had a large and significant positive effect on public

revenue collection. Our results are confirmed by extensive

robustness tests.

� 2012 Elsevier B.V. All rights reserved.

* Tel.: +33 02 38 49 49 44; fax: +33 02 38 41 73 80.

E-mail address: yannick.lucotte@univ-orleans.fr.
1 Note that Slovakia, which adopted IT in 2005, has joined the European Monetary Union (EMU) in 2009.
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beside these countries, several other emerging countries have expressed the wish to switch to IT at short-
medium term.2

According to Amato and Gerlach (2002), this evolution of monetary policy constitutes the most
important change in the framework of monetary policy since the collapse of the Bretton Woods
system. Two main arguments can be advanced to explain the high popularity of IT in emerging
economies. First, the choice of IT constitutes a pragmatic response to difficulties of central banks in
conducting their monetary policy using exchange rate pegs or monetary aggregates as intermediate
targets. Second, this choice can be explained by the relative benefits of this monetary policy
framework for economic performances observed in industrialized and emerging economies that have
adopted IT, and corroborated by a significant body of empirical literature. For instance, Lin and Ye
(2009) and De Mendonça and De Guimarães e Souza (2012) find evidence for a large sample of
developing and emerging countries that IT improves economic performance as measured by the level
and variability of inflation.3

IT is defined as a framework for monetary policy characterized by the public announcement of
official quantitative targets and by a commitment that low and stable inflation is the primary long-
run goal of monetary policy (Bernanke et al., 1999). More precisely, Mishkin (2000) lists five
components to an IT framework: (i) a public announcement of a medium-term numerical inflation
target; (ii) an institutional commitment to price stability as the primary monetary policy objective;
(iii) an information-inclusive strategy to set monetary policy instruments; (iv) an increased level of
transparency for the conduct of monetary policy; and (v) an increased accountability of the central
bank for attaining its inflation objectives. Thus, this monetary policy strategy requires much more
than a public announcement of numerical inflation targets. The main advantage of an IT framework
is the increase of monetary policy discipline, transparency and coherence (Bernanke et al., 1999;
Faust and Henderson, 2004). Furthermore, according to Bernanke et al. (1999), IT offers a
framework of ‘constrained discretion’ where the official target imposes the constraint, and the
discretion is the scope for monetary authorities to take into account short-term disturbances to
output or financial stability. This flexibility in the conduct of monetary policy is particularly
important for emerging economies that are often adversely affected by external shocks (Fraga
et al., 2003).

These considerations therefore suggest that the success and sustainability of IT over the medium
term entail the fulfillment of several economic and institutional conditions. The literature has
identified some preconditions that countries should theoretically satisfy before adopting IT.4

However, the experience of emerging countries shows that non-fulfillment is not in itself an
impediment to the adoption and success of this monetary policy framework. This emphasizes
especially that the implementation of IT is a gradual process with economic and institutional reforms
before and after the official adoption of this monetary policy framework. Indeed, as illustrated in Batini
and Laxton (2006), we observed in some emerging countries that the adoption of IT has been
associated with rapid improvements in institutional and technical structures.

Besides these post-IT technical and institutional changes, we think that the adoption of IT by
emerging market economies could also affect the design of fiscal policy, and more particularly the
design of tax policy. Indeed, by strengthening central bank independence and by giving the monetary
authority a clear mandate for low inflation, the IT regime deprives the government of seigniorage
revenue, which is an important source of public revenue in developing and emerging countries.
Consequently, we can expect that the government will attempt to enhance its tax revenue collection in

2 These countries are: Albania, Angola, Armenia, Azerbaijan, Belarus, Bolivia, Botswana, China, Costa Rica, Dominican

Republic, Egypt, Georgia, Guinea, Honduras, Kenya, Kyrgyz Republic, Mauritius, Moldova, Morocco, Nigeria, Pakistan, Papua

New Guinea, Paraguay, Serbia, Sri Lanka, Sudan, Tunisia, Uganda, Ukraine, Uruguay, Venezuela, Vietnam, Zambia (IMF, 2006).
3 Note, however, that Brito and Bystedt (2010) find no evidence that IT improves economic performance in emerging

countries.
4 These preconditions have been especially underlined in the literature on IT in emerging market economies, such as Masson

et al. (1997), Mishkin (2000), Amato and Gerlach (2002), and Carare et al. (2002). These requirements include in particular an

independent, transparent and accountable central bank with a clear price stability mandate, a sound fiscal policy, a well-

developed financial market, a flexible exchange rate regime, relatively low inflation rates, and well-developed statistic and

econometric models to understand monetary policy transmission mechanisms and to forecast inflation.
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