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Testing Monetary Policy Intentions in
Open Economies

Jim Granato,* Melody Lo,t and M. C. Sunny Wong}

Temple (2002) argues that the inflation level used in Romer (1993) lacks power in revealing the
policy intentions of monetary authorities. Temple also points out that Romer’s use of the openness—
inflation correlation cannot be explained by time consistency theory. In this article, we demonstrate
that more open economies experience less inflation volatility and persistence. We attribute our
findings to the hypothesis that monetary authorities in more open economies adopt more aggressive
monetary policies. This pattern emerges strongly after 1990. Our results indicate that the near-
universal regime shift in 1990 is not just a simple process of increased monetary policy
aggressiveness, but an increased response to economic openness.

JEL classification: E31, ES2, F41

[T]he costs of high and variable inflation are potentially greater in open economies, and perhaps
especially in those countries that seek to fix their exchange rate. This could explain why inflation
is kept relatively low in more open economies. Although this argument is relatively simple, it is
not easily tested.

Jonathan Temple (2002, p. 465)

1. Introduction

This article examines the relationship between economic openness and inflation performance.
Among the most prominent research on this topic is the work by Romer (1993). He demonstrates
a negative relationship between economic openness and the inflation level. His finding has also been
viewed as supportive, albeit indirectly, of time consistency theory (Kydland and Prescott 1977).!
Romer (1993) argues that policymakers in more open economies have less incentive to adopt an
expansionary monetary policy. His argument is based on the assumption that monetary surprises in
more open economies result in higher inflation for a given increase in output. Romer’s finding that
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! Romer (1993) finds a negative relationship between openness and the inflation level in a sample of 114 countries. However, the
result is not significant in the OECD-country sample. Using the same sample, Lane (1997) extends Romer’s (1993) study to
control for the size of a country. After controlling for country size, Lane finds that openness and inflation have a robust negative
relationship, even for OECD countries.
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Testing Monetary Policy Intentions 731

more open economies have lower inflation levels leads him to infer that this is evidence of time
consistency in monetary policy practices.

However, Romer’s work has not been generally accepted. Temple (2002) provides evidence that
the openness—inflation correlation does not stem from time consistency theory because the inflation
level may not properly reveal the monetary authorities’ policy intentions. Temple questions this
inference because it starts from a strong but unjustified assumption—more open economies possess
arelatively steeper Phillips curve. Consequently, Temple proposes that the examination of the positive
relationship between openness and the slope of the Phillips curve is a fundamental condition for
Romer’s argument. He, however, finds little support for the positive relationship between economic
openness and the slope of the Phillips curve.

Further work on the relationship of openness and monetary policy intentions comes from
Clarida, Gali, and Gertler (2001, 2002; hereafter CGG). In CGG (2001), the authors present a simple
open-economy model with a Taylor-type interest rate policy rule (Taylor 1993). The article concludes
that the optimal monetary policy in an open economy has the same solution as that in a closed
economy derived in CGG (1999). The authors also suggest that there is a direct link between the
degree of economic openness and the aggressiveness of monetary policy. They state that, “‘[O]penness
does affect the parameters of the model, suggesting a quantitative implication. . .. [H]Jow aggressively
a central bank should adjust the interest rate in response to inflationary pressures depends on the
degree of openness” (CGG 2001, p. 248).

In subsequent work, CGG (2002) revisit the issue based on a dynamic open-economy New
Keynesian model and the role of monetary policy in open economies is refined. Consistent with the
argument in CGG (2001), they find that the optimal monetary policy rule in an open economy is
isomorphic to that in a closed economy in the Nash equilibrium. They also suggest that openness does
not affect the optimality of a policy rule in such a scenario. On the other hand, economic openness
does affect optimal monetary policy when the foreign optimal policy is endogenous in the domestic
country’s objective function. This effect, however, is ambiguous in direction because the relationship
between the degree of economic openness and the aggressiveness of monetary policy is determined by
the relative size of trade and wealth effects of changes in foreign output.

This line of theoretical literature is limited and does not offer a definitive conclusion on the
relationship between economic openness and monetary policy intentions. Our article provides an
alternative empirical evaluation of the relationship. Based on prior literature, we use inflation
variability and persistence as the measures of monetary policy intentions. One branch of the literature,
such as Taylor (1999), CGG (2000), and Owyang (2001), argues that aggressive monetary policy
reduces the volatility of inflation. For instance, CGG (2000) estimate a forward-looking Taylor rule
for the period between 1960:I and 1996:1V. They use Paul Volcker’s appointment as Chairman of the
Federal Reserve System as a regime shift to a more aggressive anti-inflation policy stance. Their
results show that the policy rule is significantly more aggressive in the post-Volcker period, which
reduced inflation volatility substantially. Another branch of the literature examines how monetary
policy affects inflation persistence (Fuhrer 1995; Fuhrer and Moore 1995; Siklos 1999; Owyang
2001). For example, Siklos (1999) studies the effect of inflation-targeting policy on the persistence of
inflation in a group of inflation-targeting countries in the period of 1958:1-1997:1V.

The issue of whether monetary authorities in more open economies are more aggressive about
ensuring inflation stability remains unsettled. The focus of this article is to provide an empirical
assessment of the openness—inflation relationship that is based on monetary-policy implementation.
We demonstrate the relationship between economic openness and two new variables, inflation
variability and inflation persistence. These two variables are used to potentially reveal monetary
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policy making intentions. Using a sample of 102 countries for the period 1949-2001, our results show
that economic openness is negatively associated with inflation volatility and persistence. In particular,
we find that this relationship is most evident in the 1990s. This result is robust after controlling for
various factors that may affect the policymakers’ aggressiveness in stabilizing inflation. These factors
include the size of an average supply shock an economy confronts, the status of economic
development, the level of inflation, and the size of a country.

We also examine potential differences between developed and developing countries. We find
that this negative relationship between openness and inflation performance is more pronounced in
developed countries. The evidence further suggests that the developed and more economically open
countries have experienced less inflation volatility and persistence since the 1990s. Our results suggest
that the near-universal regime shift in 1990 is not just a simple process of increased policy
aggressiveness. We note that the recent emphasis toward more aggressive monetary policies is, in
part, a response to economic openness.

We organize the rest of our article in four sections. Section 2 presents the empirical results on the
relationship between openness and inflation volatility. Section 3 provides the estimation procedure
and examines the relationship between openness and inflation persistence, and Section 4 concludes
the article.

2. Preliminary Evidence

Several studies show that aggressive monetary policy reduces both inflation and output volatility
(Taylor 1999). We use the variance of inflation (0%) to measure inflation volatility. Our conjecture is
that, if there exists a positive relationship between an aggressive inflation-stabilizing monetary policy
and economic openness, we would expect to observe a negative relationship between openness and
the variance of inflation. This relationship would serve as preliminary evidence of a positive
relationship between an aggressive inflation-stabilizing monetary policy and economic openness.

Sample and Data

We use quarterly data from the International Monetary Fund’s (IMF) International Financial
Statistics (IFS). The percentage change in the Consumer Price Index (CPI) is used as the measure of
inflation (=,). For each country, we include the maximum data length available from IFS for the period
1949-2001. We exclude any country whose data starts later than 1989. The average length of the
data in our sample is approximately 39 years. The longest (shortest) duration is 53 (12) years. Overall,
we have 102 countries to start our empirical analysis.’

2 For countries participating in the European Monetary Union, the definition of openness changed at the end of 1998. For this
reason, their data ends in 1998.

3 These 102 countries are Algeria, Argentina, Australia, Austria, Bahamas, Bahrain, Barbados, Belgium, Belize, Bolivia,
Botswana, Brazil, Burkina Faso, Canada, Chile, Colombia, Costa Rica, Cote D’Ivoire, Denmark, Dominica, Dominican
Republic, Ecuador, Egypt, El Salvador, Ethiopia, Fiji, Finland, France, Gabon, Germany, Greece, Grenada, Guatemala, Haiti,
Honduras, Hungary, Iceland, India, Indonesia, Iran, Ireland, Israel, Italy, Jamaica, Japan, Jordan, Kenya, Kuwait, Lesotho,
Luxembourg, Madagascar, Malawi, Malaysia, Mali, Malta, Mauritius, Mexico, Morocco, Myanmar, Nepal, Netherlands, New
Zealand, Niger, Nigeria, Norway, Pakistan, Panama, Papua New Guinea, Paraguay, Philippines, Poland, Portugal, Rwanda,
Saudi Arabia, Senegal, Seychelles, Singapore, South Africa, South Korea, Spain, Sri Lanka, St. Lucia, St. Vincent and
Grenadines, Sudan, Sweden, Switzerland, Syria, Tanzania, Thailand, Togo, Tonga, Trinidad and Tobago, Tunisia, Turkey,
Uganda, United Kingdom, United States, Uruguay, Vanuatu, Venezuela, Zambia, and Zimbabwe.
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Figure 1. Openness and Volatility of Inflation of Full Sample and Whole Sample Period

Economic Openness and Inflation Volatility

To assess the relationship between openness and inflation volatility across countries, we estimate
the following regression:

log(c?%) = o+ BX; + &, (2.1)

where 2 represents the variance of country i’s inflation rate; as used in Romer (1993) and Frankel
and Rose (1996), X; is the ratio of imports of goods and services to GDP (as a measure of the degree of
openness); and ¢€; is a stochastic term. As in Lane (1997), we take the logarithm of the inflation
variance to reduce the effect of extreme observations on the results of regression 2.1.*

We start our analysis with the whole sample period (1949-2001). Figure 1 presents a scatter plot
of the fitted values for the volatility of inflation against the level of economic openness for each
country. The figure shows an overall negative relationship between openness and the volatility of
inflation. We report the associated results in regression (1) of Table 1. The openness coefficient is
negative (—0.015) and significant (t = —3.493) for the whole sample period.

The substantive implications of these findings are straightforward: Increasing economic
openness generates less inflation volatility. Examining these results further, we see in relation to the
sample average of inflation volatility of 1.920 (logarithmic scale), a 1 SD increase in economic
openness (equivalent to 23 percentage points) decreases inflation volatility (on average) by almost
18%.” To put it differently, in an economy with a level of openness of 10%, one would expect its
inflation volatility to be 2.327. If economic openness, over a period of time, increased to 50% and later
to 100%, the inflation volatility would drop to 1.727 and 0.977, respectively.

How sensitive is this negative relationship to different time periods? The breakdown of the
Bretton Woods system in 1973 provided a higher degree of domestic flexibility in monetary policy
across countries, and researchers often acknowledge that the theoretical predictions of monetary

* Without taking the logarithm of the inflation variance, the largest value for the inflation variance in our sample is about 818,576
times the smallest one.

> This result comes from the following calculation: (23.38 X —0.015)/1.92 = 0.18, where the standard deviation of openness is
23.38 and the mean of inflation volatility is 1.92.
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models may have different results under the floating exchange-rate regime (post-1973). Further, the
recent inflation-targeting literature suggests that there has been a seemingly universal regime shift in
the practice of monetary policy since the 1990s. Monetary authorities have generally placed greater
weight on reducing inflation instability during the past decade (Bernanke, et al. 1999; Cecchetti
and Ehrmann 2002). Therefore, we examine if there is a structural change between monetary policy
and economic openness during the entire period of analysis.

According to the argument mentioned above, we use 1973 and 1990 as the cutoff points. We
examine regression 2.1 using the following subsamples: the floating exchange rate regime period of
1973-2001 (whole floating in the tables); the earlier floating period of 1973-1990 (1973-1990 in the
tables); and the latter floating period of 1990-2001 (the 1990s in the tables). In panel A of Table 1,
we summarize the regression results for the whole floating regime period, the 1973-1990 period,
and the 1990s in regressions (2), (3), and (4), respectively.

The results show that the coefficients on openness are negative and significantly different from
zero. The negative relationship between openness and inflation volatility is evident over all sample
periods. When we contrast the 1990s coefficient(s) to the results in the sample period of 1973-1990,
we see that the coefficient on openness in the sample of the 1990s (p = —0.021) is twice as large as
the period 1973-1990 (f =—0.010).

The magnitude of the difference between the sample periods can be expressed in the following
way. As the average of inflation volatility for the sample period of 1973-1990 is 1.812 and that for the
period of the 1990s is 1.364, a 1 SD increase in economic openness drops inflation volatility by only
14% for the period 1973-1990. However, during the 1990s, a 1 SD increase in economic openness
reduces inflation volatility by 36%.

The results suggest a potential positive relationship between openness and the aggressiveness of
monetary policy occurred primarily in the 1990s. The literature recognizes that a major practical
problem in testing monetary policy implications centers on the difficulty in isolating the exchange rate
regime shift effect (Burdekin and Siklos 1999). We are aware that the effect of the exchange rate
regime on the openness—aggressiveness relationship may not be adequately identified by simply
dividing the sample at 1973.° The standard argument against dividing the sample this way is that not
all central banks allowed their currencies to universally float freely in 1973. Various international
monetary arrangements, such as currency blocs, could also have an effect on the openness—
aggressiveness relationship. For example, when a currency bloc is imposed on a set of countries
regardless of their degree of openness, openness and the policymakers’ aggressiveness toward
inflation would tend to have no relationship. Thus, we note that certain caution needs to be taken when
interpreting our results.

Robustness Checks

We examine a set of additional factors to determine the sensitivity of our results. We consider
several factors other than openness that could affect the policymaker’s intention in policy making.

6 Alogoskoufis and Smith (1991) show that the shift from a fixed to floating exchange rate regime leads to a more
accommodative monetary policy and, thereby, increases inflation persistence. Yet they caution that this theoretical relation is
not necessarily realized in practice because inflation persistence depends more on the central bankers’ attitude toward inflation.
This caveat is later empirically confirmed by Burdekin and Siklos (1999), where they examine in a sequential manner whether
the imposition of a floating exchange rate regime is an important factor in the historical changes, that is, structural breaks in
inflation persistence. They find no evidence that the shift in exchange rate regime plays a major role in changes in inflation
persistence.
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First, we argue that more severe supply shocks would generate a greater trade-off between inflation
and output volatility. This larger trade-off influences policymakers to be less aggressive in controlling
inflation. As a result, the economy will have more persistent inflation and greater inflation volatility.
As large supply shocks would show up as increased volatility in real output, in addition to volatile
inflation, we compute the variance of real output growth for each country to account for the size of
supply shock.

The second robustness check is to assess if the link between openness and inflation is affected by
the status of economic development. Romer (1993) notes that the openness—inflation correlation
virtually holds for all types of countries except for most developed countries, as they may have
overcome the dynamic inconsistency of optimal monetary policy. We use real GDP per capita
(obtained from Penn World Tables) as the measure of economic development for an economy.

The third check is to include various independent variables that may serve as specification
checks and rival arguments. Of prime importance is the inflation level because this is one of the key
variables in the literature. In addition, to control for the potential impact from country size on the
openness—inflation volatility relationship, we add data of total real GDP (Lane 1997) and of land size
(Romer 1993) to the regressions. Results from regressions (5), (7), (9), and (11) in Table 1 indicate
that the negative association between openness and inflation volatility remains highly significant for
all sample periods, except for the period of 1973-1990, when the real GDP volatility, real GDP per
capita, inflation level, total real GDP, and land size are included in the regression 2.1.

In the last robustness check, we use the Welsch distance measure (Welsch 1982) to formally
identify outliers and exclude them from the associated regressions. We see a similar relationship
between openness and inflation volatility from regressions (6), (8), (10), and (12) in Table 1. The
exclusion of outliers does not alter the results statistically from what is reported earlier.

3. Economic Openness and Inflation Persistence

Aggressive monetary policy not only reduces the variance of inflation, but also lowers the
persistence of inflation (Siklos 1999). If a more aggressive monetary policy is adopted in more open
economies, we would expect inflation persistence to be smaller (a negative association between the
openness and inflation persistence).

Specification and Estimation

The standard methodology used in the literature to estimate the size of inflation persistence is an
autoregression (Alogoskoufis and Smith 1991). For purposes of comparison, we measure annual
inflation persistence for each country in our sample. An AR(4) has the best fit on the quarterly
inflation data:

Ty = a~+ by + by y + b3, 3 + b4 + &, (3.1)

where m;, is country i’s inflation rate at period ¢, measured by the log difference of CPI, and ¢, is
a stochastic term. For each country, we calculate its inflation persistence (/P;) as the sum of its
significant coefficients on inflation lags from Equation 3.1. We then regress inflation persistence (IP;)
on the degree of openness (X;),
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IP,' :Y+¢Xj+ui, (32)

where u; is a stochastic term in our regression. We interpret a significant negative coefficient of
openness (¢) as evidence of more aggressive monetary policy in more open economies.

While the use of autoregression is in line with the inflation persistence literature, it leaves
a potential issue of assuming all countries face shocks coming from similar distributions. Indeed, the
variation of shocks across countries could affect the validity of the inferences made from Equation
3.2. Therefore, we use an alternative measure of inflation persistence to allow the variation of shocks
in the following regression:

4
Amy, =c+dm + Z di1 i AT + 2, (3.3)
=

j=

where A denotes the first difference operator. This Equation 3.3 is similar to a traditional time series
of augmented Dickey—Fuller regression. The size of coefficient d, ; indicates the average die-out rate
of the inflation shock in country i.” If policymakers act more aggressively in response to inflationary
shocks, we would observe d, ; to be negative and larger in absolute value. It indicates a higher speed
of mean reversion in inflation. In what follows, we will mainly discuss empirical results where
inflation persistence is estimated from Equation 3.1, but treat results from using Equation 3.3 as the
robustness check.

We start the analysis with our initial sample of 102 countries. When a country’s data spans less
than 15 years, we drop it from the analysis due to the lack of degrees of freedom for different time
specifications. This leads to the exclusion of 6 countries and leaves 96 countries in the final sample.

We next estimate the inflation persistence based on the autoregression of Equation 3.1. The
autoregressive process of time-series variables must have an integration order of less than one,
otherwise the ordinary least squares estimation provides nonstandard distributional results. Before
performing the estimation of AR(4), we first examine the integration properties of inflation for each
country using the unit root test (DF-GLS) proposed by Elliott, Rothenberg, and Stock (1996). It is
generally acknowledged that the unit root test is deficient because too often it cannot decisively
discriminate between traditional unit root processes that are integrated (I(1)) from fractionally
integrated processes (of order d < 1) (Sowell 1990; Hassler and Wolters 1994). To distinguish unit
root behavior from fractionally integrated behavior, we perform, along with the Elliott, Rothenberg,
and Stock (1996) test, the modified Geweke and Porter—~Hudak’s (1983) fractional integration test
proposed by Phillips (1999).® Among 96 countries left in the sample, we find 82 countries for which
the inflation series are appropriate to estimate through an AR(4) process of Equation 3.1.°

We apply the same time period specifications as presented in section 2. However, some countries
may have a monetary policy regime shift that is not identical to the cut-off points of 1973 and 1990.
To resolve this problem, we apply a technique, developed by Andrews (1993), to see if there is
a regime shift in the inflation series for each country, before we estimate Equation 3.1. When we find

7 We thank a referee for suggesting this alternative inflation persistence measurement.

8 Whenever the DF-GLS test concludes that a country’s inflation rate has a unit root, we will also perform the Phillips (1999) test
before drawing our conclusions on the series’ order of integration. When the Phillips test rejects the null hypothesis that the
particular inflation series has a unit root, we conclude that the series has an integration order of less than one.

° We find 14 countries’ inflation series to be 1(1). For comparison purposes, we cannot include an inflation series with I(1)
properties in our sample although it may indicate that it is very persistent. Results of DF-GLS and Phillips tests are available on
request.
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that country i’s inflation series has a break point, we estimate its /P; by modifying Equation 3.1 to
include a proper shift dummy that is identified by the Andrews (1993) method.

In short, for country i, we estimate its /P; that corresponds to a whole sample period and the
subsample periods and we then assess Equation 3.2 to draw inferences on whether the monetary
policy is more aggressive in more open economies.

We next determine if our statistical inferences on the relationship between openness and inflation
persistence are robust to different inflation-persistence estimations procedures. We estimate inflation
persistence from Equation 3.3 for the same set of countries identified in Equation 3.1 and reestimate
Equation 3.2. When we estimate d ; in Equation 3.3, the general-to-specific search strategy is applied
to determine the number of lags of Am;, in each country (Hendry 1995).'°

Results

Panel (A) of Table 2 reports the estimation results of regression (3.2), where IP; is estimated
from the autoregression of Equation 3.1, in different sample periods.'" In regression (13) of Table 2,
the coefficient on openness is —0.003, which is statistically significant at the 5% level. This result
indicates that there is a significant, negative relationship between openness and inflation persistence
for the whole sample period. In comparison with the sample average of inflation persistence (0.587),
a 1 SD increase in economic openness decreases (on average) inflation persistence by about 11%.
Figure 2 shows this negative relationship.

Robustness Checks

We also determine if the negative correlation between openness and inflation persistence is
robust in the three subsample periods after additional regressors are added to the regressions and
outliers are dropped from the sample. Regressions (20), (22), and (24) of Table 2 present results that
correspond to the whole floating period of 1973-2001, the early floating period of 1973—-1990, and the
later floating period of the 1990s, respectively. Although the coefficient of openness is negative and
significant for the 1990s, it is not significantly different from zero for the 1973-1990 period.

We interpret zero inflation persistence as evidence that a country has adopted an extremely
aggressive inflation stabilization policy so that there is no autocorrelation in the inflation series. We
find this to be the case for 5 countries in the early floating period of 1973-1990 and for 12 countries in
the later floating period of the 1990s. This situation occurs particularly in countries with a relatively
high degree of openness.'?

These results indicate that the negative relationship between economic openness and inflation
persistence occurs only in the 1990s. This finding is robust using the alternative measure of inflation

10 The maximum number of lags to be included is set at four. We selected the optimal lag structure based on when the Akaike
(1974) information criterion was smallest and the model residuals were free of serial correlation.

' Among 82 countries in the sample, there are 7 countries (Colombia, Cote D’Ivoire, Dominica, India, Lesotho, Panama, and
Seychelles) whose coefficients on the inflation lags of Equation 3.1 are negative. The negative coefficients indicate that the
level of inflation in these countries tend to oscillate in sign. This finding, however, is not consistently observed in the existing
inflation persistence literature. Therefore, we exclude these countries from our sample. We also exclude Kuwait from the
sample because its inflation persistence appears to be zero across all sample periods.

12 In the 1990s, the average openness for a group of 12 countries with zero inflation persistence is 56%, which is much higher
than that for the full sample of 74 countries (37%). Countries with zero inflation persistence do not enter regressions.
However, when we include these countries into regressions (22) and (24), the coefficient of openness is even stronger for the
period of 1990s than reported in regression (24). Also, the coefficient of openness during the period 1973-1990 remains
insignificant as reported in regression (22). Results can be obtained on request.
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Figure 2. Openness and Inflation Persistence for Full Sample and Whole Sample Period

persistence (Eqn. 3.3). Associated results in panel (B) of Table 2 show that the findings on the
relationship between openness and inflation persistence is not sensitive to which inflation persistence
measure is used.

We also ask if the results of the 1990s reflect a change in monetary policy aggressiveness within
a specific group of countries or for all sample countries. Recall that Romer (1993) shows that the link
between openness and inflation can depend on a country’s economic development. More
economically developed countries are less prone to dynamic inconsistency in policy.

To see if policymakers behave differently in developed and developing countries during the
sample periods 1973—-1990 and the 1990s, we categorize (using IFS’s definition) our full sample into
developed and developing countries. Panel A of Table 3 reports associated regression results of
Equation 3.2, where IP; is estimated from autoregression 3.1. As seen in regressions (37) and (39),
there is no significant relationship between openness and inflation persistence for both developed and
developing countries in the sample period 1973—-1990. Thus, there is no evidence that more open
economies used more aggressive monetary policy during the period 1973-1990.

We note that, although the coefficient on openness for developed countries is not different from
zero in the period of 1973-1990, regression (38) shows a significant negative relationship after 1990.
Figure 3 presents an associated scatter plot, which shows a clear negative relationship between
openness and inflation persistence.

For the group of developing countries, after adding additional regressors to the regression and
removing outliers from the sample, regression (48) shows the coefficient on openness is negative and
significant at the 5% level. Figure 4 presents an associated scatter plot that shows a negative
relationship between openness and inflation persistence. Although the negative relationship emerges
in both groups of countries in the 1990s, the relationship appears to be much stronger in developed
countries (¢ =—0.012) than in developing countries (¢ =—0.005). (See results in regressions (43) and
(48), respectively.)

Further examination of these results shows the difference between developing and developed
countries is nontrivial. The average for inflation persistence in developing and developed countries is
0.538 and 0.587, respectively. Consequently, a 1 SD increase in economic openness reduces inflation
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Figure 3. Openness and Inflation Persistence for Developed Countries in 1990s

persistence by 14% for developing countries, but it drops inflation persistence by 31% for developed
countries.

Panel B of Table 3 shows that switching the inflation persistence estimation method from
Equations 3.1 to 3.3 has little effect on our findings. Further, when we add proper group dummy
variables, the F-test (not reported here) indicates there is a significant statistical difference in the
economic openness coefficient between developed and developing countries in the 1973-1990 and
1990s sample periods.

Another issue is whether the negative relationship in the 1990s represents a change in relative
degrees of openness among countries or, as we have been arguing, it represents a change in policy
behavior. The rank correlations between the openness data in 1973-1990 and the 1990s for developed
and developing countries are 0.953 and 0.728, respectively. This high correlation indicates that there
is little change in the relative degree of openness among all countries before and after 1990. On the
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Figure 4. Openness and Inflation Persistence for Developing Countries in 1990s
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other hand, the rank correlations between the inflation persistence estimation from Equation 3.1 in the
1973-1990 period and that of the 1990s (for developed and developing countries) are 0.066 and
0.279, respectively. These low correlations imply that monetary policy behavior has been changing
dramatically among all countries since 1990.

The magnitude of rank correlation of inflation persistence also suggests this policy behavior is
more pronounced in developed countries (0.066 vs. 0.279). This observation, along with the
quantitative evidence (a much stronger negative relationship between openness and inflation
persistence in developed countries during the 1990s), indicates that developed countries have adjusted
their monetary or inflation stabilization policies in reaction to the degree of openness much more
extensively than have the developing countries.

4. Conclusion

In this article, we document that, in a sample of 102 countries, the correlation between economic
openness and inflation variability is negative. We also demonstrate that the correlation between
economic openness and inflation persistence is negative. Our findings provide a possible connection
between economic openness and aggressiveness in monetary policy toward inflation stabilization.
This is consistent with the argument by CGG (2001). This stands in contrast with the time consistency
theory of policy suggested in Romer (1993).

We note that this finding is plausible because the cost of inflation target deviations is larger in
more open economies (Temple 2002). As a result, policymakers have a greater incentive to reduce
deviations from the inflation target. We also find the relationship between economic openness and
inflation volatility is strongest in the 1990s. There is also some evidence that this negative relationship
between openness and the aggressiveness of monetary policy in the 1990s is more pronounced in
developed countries than in developing countries. Also, our findings are consistent with the inflation-
targeting literature, where many countries engaged in a regime shift in monetary policy after 1990. We
would add this refinement to those findings. Regime shifts in the 1990s have been most pronounced in
countries that are the most open.
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