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Preface

Despite alarming levels of unemployment and undpteyment in the developing
world, many central banks no longer consider enpkayt creation as part of their mandate.
Rather, monetary policy is limited to restrainimjation to the low single digits. This more
limited policy reflects the growth of “inflation tgeting,” a monetary strategy first used by
New Zealand in 1990, which entails having the @@riank pre-announce a rate of inflation
to be met for the year and centring policy on adhig this goal. The IMF encourages
countries to adopt inflation targeting by providingchnical assistance, and in some
instances, by making the adoption of inflation &irgg a condition for borrowing.

Yet limiting monetary policy solely to price stabdtion cannot guarantee that
economic growth will improve since low inflation e® not necessarily lead to high and
stable economic growth. Furthermore, a high réteconomic growth does not necessarily
lead to a high rate of employment growth. For tieigson, the UN World Summit in 2005
and the ECOSOC Ministerial Declaration of 2006 sseel the need to place productive
employment and decent work into economic policy imgkrecognizing that employment
can no longer be considered a derivative of ecoo@uiicies.

The purpose of this present study is to improvewkadge on how best to place
employment at the centre of economic and sociatigsl as mandated in by the Ministerial
Declaration as well as the 2006 “Vision” document EBmployment Strategies for Decent
Work. This study argues that monetary policy stidae expanded to consider employment
creation along with inflation control, in those otles where unemployment and
underemployment are a cause of concern. The adibausses a range of policy options that
can be used to pursue this goal including crethication policies, supporting development
banks and devising regulations in support of dgwelent lending. Central banks were
important agents of economic development in théd39%960s and 1970s, in both developed
and developing countries, and we can learn fromékjerience.

Riswanul Islam
Director
Economic and Labour Market Department
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I. Introduction

In a recentIMF World Economic Outlogkthe authors announce a truism about
current day Central Bank policy: "It is now widedgcepted the primary role of monetary
policy is to maintain price stability”. (IMF, 2005bhapter 4) Indeed, they were being too
modest. For inflation targeting central banks,uafty theonly role of monetary policy is to
maintain price stability, and not just at any levalit in thelow single digits Thus, it is
ironic that employment creation has dropped offabenda of most central banks just as the
problems of global unemployment, underemploymeuit goverty are taking center stage as
critical world issues (Heintz, 2006a). The ILO psites that in 2006, approximately 195.2
million people were jobless, the highest level eesorded (ILO, 2007). The employment to
population ratio—a measure of unemployment—nhaseriaih the last decade, from 62.6% to
61.4 per cent in 2006 (ILO, 2007). And as the gtyaof jobs relative to need has fallen,
there is also a significant global problem withpes to the quality of jobs. The ILO
estimates that 17.6% of the developing world's wmskearn less than $1 a day and 1.37
billion in 2006. (or 47.4% of the developing wosldivorkers) earn less than $2 a day (ILO,
2007). To reach the Millennium Development Goahalving the share of working poor by
2015, sustained, robust economic growth will beumrsgl. The ILO estimates that on
average, real GDP growth has to be maintained 7 4er year to reduce the share of
$1/day poverty by half by 2015, and significantlpne than that to reduce the share of $2 a
day poverty by half. According to the ILO: "...of tlseven regions under consideration in
this paper, only the three Asian Regions and thédMi East and North Africa region appear
on track to meet the $1 target, and East Asiagtily region on track to reduce $2 working
poverty by half. (Kapsos, 2004, p.v.; Heintz, 2Q06a addition, IMF economists estimate
that economic growth needs to be sustained atéi%gar or more to reach the millennium
development goal of reducing poverty by half by 20MF, 2005a, p. 8).

Yet, as the quote from the IMF above suggeststHerpast decade or more, the so-called
"global best practice" approach to central bankiag not focused on economic growth or
employment generation; instead, it pursues fornnahfmrmal "inflation-targeting"(1T), in
which keeping a low rate of inflation has been msed as the dominant and often exclusive
target of monetary policy. In thisflation-focused monetary policy, other important goals,
such as rapid economic growth and employment ceatre seen as inappropriate direct
targets of central bank policy; rather they arevei@ as hoped for — even presumed — by-
products of an inflation focused approach to mayegpalicy. (IMF, 2006). Thus, according
to this orthodox approach to monetary policy, theus of policy is on "stabilization", rather
than "growth" or "development”, with an implicit sasnption that once "stabilization" is
achieved, economic growth, employment creation,mnarty reduction will follow’

After several decades of experience with this tidtafocused approach, the policy record
has been disappointing. To be sure, in a numbeowftries, inflation has come down. Yet,
it is questionable to what extent the drop in i is due to changes in domestic monetary
policy, rather than the overall global fall in iafion. (Ball and Sheridan, 2003; Roger and
Stone, 2005). But even if domestic monetary poheyg reduced inflation, the hoped for
gains in employment have generally NOT materializatt, for many countries following
this orthodox approach, economic growth has natisogntly increased. The key point,

! For more discussion of some of these issues, peteifi (2007), on which some of this paper is based



then, is this: despite what the orthodox approacintains, employment generation and
economic growth, are NOT automatic by-products stbilization-focused" central bank

policy. Indeed, this approach can be shown in meases to have undermined robust
employment generation. Central bankers, who havdired their attention to reducing

inflation can "crow" about their success, but tmemployment and poverty that surround
them are testament to a rather different verdict.

Worse still, despite a disappointing record, tHimast single minded focus on inflation is
gaining a more secure foothold in monetary policgles and the circles are widening to
include an increasing number of developing coustriccording to a recent report by the
International Monetary Fund (IMF, 2006), an inciegsnumber of central banks in
emerging markets are planning to adopt inflatiogeting as their operating framework. (See
Table 1) An IMF staff survey of 88 non-industriabuntries found that more than half
expressed a desire to move to explicit or imphgiantitative inflation targets (IMF, 2006).
More relevant to our concerns, nearly three-quamérthese countries expressed an interest
in moving to "full-fledged" inflation targeting by010. (bid., p. 8). To support and
encourage this movement, the IMF is providing técdinassistance (TA) to many of these
countries and is willing to provide more (Table @hd further discussion below). Thus,
despite little evidence concerning the successnfiftion targeting in its promotion of
economic growth, employment creation and poverducéon, and mixed evidence at best
that it actually reduces inflation itself, a sulpgtal momentum is building in poor countries
for full fledged inflation targeting. Promotion efts by the IMF and western trained
economists are at least partly responsible forititieasing popularity.



Table 1: Inflation Targeting Countries, Current and Potential

Current Inflation Target

Technical Assistance

Country When Adopted % per annum Being Requested From
and given by the IMF
Current Targeters (in order of
adoption)
Emerging Markets
Israel 1997 1-3
Czech Republic 1998 3(+/-1)
Poland 1998 2.5 (+/-1)
Brazil 1999 4.5 (+/- 2)
Chile 1999 2-4
Colombia 1999 5 (+/- .5)
South Africa 2000 3-6
Thailand 2000 0-35
Korea 2001 2.5-35
Mexico 2001 3 (+/-1)
Hungary 2001 3.5 (+/-1)
Peru 2002 2.5 (+/-1)
Philippines 2002 5-6
Slovak Rep. 2005 3.5 (+-1)
Indonesia 2005 5.5 (+/-1)
Romania 2005 8.8
Industrial Countries
New Zealand 1990 1-3
Canada 1991 1-3
United Kingdom 1992 2
Sweden 1993 2 (+-1)
Australia 1993 2-3
Iceland 2001 25
Norway 2001 2.5

Candidates for Inflation Targeting

Costa Rica, Egypt, Turkey, Ukraine

Near Term, 1-2

4) years YES
Albania, Armenia, Botswana Medium Term, YES
Dominican Republic, Guatemala, 3-5 years

Mauritius, Uganda (8)

Angola, Azerbaijan, Georgia, Guinea Medium Term, NO
Morocco, Pakistan, Paraguay (6) 3-5 years

Belarus, China, Kenya, Kyrgyz Long term: more YES
Republic, Moldova, Serbia, Sri than 5 years

Lanka, Vietham, Zambia (9)

Bolivia, Honduras, Nigeria, Papua NO

New Guinea, Sudan, Tunisia,
Uruguay, Venezuela (8)

Source:IMF, 2006, "Inflation Targeting and the IMF", Taisl 1 and 2.




While it might seem obvious that inflation-focuseghtral bank policy represents the
only proper role for central banks, in fact, loakiat history casts serious doubt on this claim.
Far from being the historical norm, this focus bgnital banks on stabilization to the
exclusion of development represents a sharp bneeak historical practice, not just in the
developing world but also in the now developed ¢oes as well (Epstein, 2006). In the
post-Second World War period, development was ssem crucial part of the central bank's
tasks. Whereas now, by contrast, development haggpdd off the "to do" list of central
banks in most developing countries.

The theme of this paper is that there should betarm to the historical norm of
central bank policy: in particular, employment ¢r@@a or other developmentally valuable
objectives should join inflation and stabilizatiomore generally as key goals of central bank
policy. This paper outlines why a shift away fronflation targeting, and a move back
toward a more balanced approach is both feasiledasirable. Of course, the paper does
NOT argue that stabilization, including a moderet#ation rate, is unimportant. Indeed,
historically, some central banks went much tooifadownplaying the stabilization role,
sometimes with disastrous consequences. But tipemss should NOT be to go to the other
extreme and ignore the developmental role entikgdyl try to show in this paper, balancing
between the stabilization and developmental radea superior approach. In particular, for
many countries, employment creation is a desirgbé of monetary policy.

Of course, central banks need not, and indeaahot be the only institution having
an employment generation role. But, in most devalpountries, central banks need to
cooperate with other institutions by doing much entiran simply keeping inflation rates in
the low single digits. To bring this about, mansgtitutions will have to play a supporting
role. Among them is the IMF, which by modifying itonditionality and monitoring
programs is enshrining inflation control as a daminpolicy. The IMF should change its
advice to a more balanced position between inftatcmntrol on the one hand and
employment generation and poverty reduction, orother.

The rest of the paper is organized as follows.hin ext section, we briefly survey
the current structure and impacts of inflation f@di monetary policy, including a discussion
of inflation targeting. Section Il discusses ati@ives to inflation focused central bank
policy, summarizing the results of a multi-countasearch project focused on designing
more balanced alternatives to inflation targefifigis section shows that there are viable,
socially productive alternatives to inflation tatigg, including those that focus on
employment generation, and makes the case that thkernatives should be further
developed. Section IV elaborates on a case studflafion targeting and their alternatives
in South Africa. Section V discusses the histormalctice of central banking in developed
and developing countries, and, in particular, @selopmental role. Section VI concludes.

2 This project was co-directed by the author on Heaffahe Political Economy Research Institute (RE®t the
University of Massachusetts, Amherst and by Erietd¥n, from Bilkent University in Ankara, Turkey.

% This paper draws liberally on some of my earli@rky including Epstein 2000, 2006, 2007; Epsteirat@I
and Jomo, 2006; and Polliet al 2006.



ll. Structure, Promise and Impacts of Inflation Focused Monetary Policy

According to its advocates, "full fledged" inflatiotargeting consists of five
components: absence of other nominal anchors, aacfixed exchange rates or targeted
nominal GDP; an institutional commitment to pri¢atslity; absence of fiscal dominance, in
other words, debt levels which are not too highfioanced by the central bank; policy
(instrument) independence; and policy transpareanoy accountability. (Mishkin and
Schmidt-Hebbel, 2001, p. 3; Bernanke, et. al. 1989)practice, while few central banks
reach the "ideal" of being "full fledged" inflatidargeters, many others still focus on fighting
inflation to the virtual exclusion of other goakhis is sometimes, called "inflation targeting
lite". The overriding announced goal of inflaticardeting central banks is typically “price
stability”, and is not just price stability at ANMvel. It is usually defined to be an inflation
rate in the low single digits. (Ibid., p. 99). Iddation, inflation targeting is usually associated
with changes in the law that enhance the indeparedeh the central bank (lbid., p. 102;
Mishkin and Scmidt-Hebbel, 2001, p. 8).

The major claims made by advocates of inflatiogeting is that it wilf:

* Reduce the rate of inflation

» Enhance the credibility of monetary policy

* Reduce theacrificeratio associated with contractionary monetarygoli
» Help to attract foreign investment

The evidence on these claims is mainly in the negiaand we briefly discuss each one in
turn.

Does Inflation Targeting Reduce the Rate of Infia®

It is true that countries that adopt inflation &tigg often achieve lower inflation rates. But
there is strong evidence that this decline in tidtamight not be due to inflation targeting
itself, but rather to the general declines in wavide inflation or to a simple reversion to a
more normal inflation rate (Ball and Sheridan, 20@&3nce the publication of Ball and
Sheridan's piece — which was a major challenghaakaims made by advocates of inflation
targeting, the supporters of IT have attemptedudysfurther the evidence on the impact of
inflation targeting on inflation and other variakléart of the difficulty in this field, to which

I will return below, is that the time periods asgher short and the number of country cases
is small. Morover, common global trends are oftemohant. In any case, along the lines of
IMF rebuttal, the IMF, in its2005 World Economic OutlooGompare emerging market
inflation targeters with a "control group” and findly small differences, perhaps 3.5% point
inflation rates, on average between inflation tege and the non-targeter control group.
(IMF, 2005b, Chapter 4). While the IMF authors of the report lynfhat this is a large
difference, they make no attempt to justify why.&98 point inflation rate would contribute
substantially to economic welfare. As we discusthir below, it is unlikely that a reduction
of 3.5% points in inflation rates will significagtlimprove economic performance, and,
indeed, if inflation were already extremely lowtegin with, it could harm performance.

* See Bernanke, et. al. (1999) and Mishkin and Sdtkebbel (2001) and Roger and Stone (2005) farec
surveys.



Does Inflation Targeting Improve Credibility anddRee the Sacrifice Ratio?

Advocates of inflation targeting claim that inflai targeting (along with other institutional
changes in the central bank, such as central badépendence) will convince financial
markets, workers, and firms that the central ban&immitted to low inflation and that this
will enhance the "credibility" of the central bark. standard, neo-classical macroeconomic
theory, credibility means that investors and psetters will believe that the central bank will
put "its money where its mouth is" and, as resmltestors’ expectations of future variables,
such as inflation, interest rates and exchanges,ratédl conform to the central banks
forecasts. In such a world, according to the thedting central bank can reduce future
inflation rates without having to impose signifita@osts on the real economy by raising real
interest rates, thereby slowing down economic gnowtthe central bank credibly commits
to reducing inflation, then price setters (firmsdamorkers) will simply believe them and
build those lower inflation expectations into thpiicing behaviors. This will become a self
fulfilling central bank statement. Hence, enhancedtral bank "credibility" will lead to
lower inflation at a lower cost in terms of sloweronomic growth, higher unemployment,
and higher real interest rates.

What does the evidence show? A line of empiricaleaech on credibility effects has

consequently focused on the behavior of inflatigreatpectations and employment costs of
anti-inflationary policy under an inflation-targety monetary regime. Laubach (1997)

examines surveys and long-term nominal interestsrand finds no evidence that the
introduction of inflation targets affects expeatat of inflation. In most cases inflationary

expectations have come down only as a result anaistent and successful past record of
maintaining low inflation demonstrated by centrahks. Mishkin (1999) cites the empirical

studies by Almeida (1998) and Bernanke et al.(19983 demonstrating that after the

adoption of an inflation-targeting monetary reginméiation expectations do not come down

immediately. There is also no reduction in the atifpss associated with anti-inflationary

policy in countries with inflation targeting. Onethbasis of the empirical work on the

consequences of inflation targeting in Australi@nwNZealand and Canada by Blinder (1998)
and Debelle (1996), Blinder states, “nor does theemt experience of OECD countries

suggest that central banks that posted inflatiogeta were able to disinflate at lower cost
than central banks without such targets.”(Blinde398:63) Similar results are obtained in

Posen (1995) who found little evidence that inflattargeting has significantly reduced the
employment costs of reducing inflation. The mostrélugh presentation of evidence on the
impact of inflation targeting comes from advocadéshe approach: Bernanke, et al., 1999.
Aspects of their empirical evidence are not paléidy favorable toward their approach.

Inflation targeting is no panacea ... it does noalde countries to wring
inflation out of their economies without incurringpsts in lost output and
employment; nor is credibility for the central baakhieved immediately on
adoption of an inflation target. Indeed, evidenoggests that the only way for
central banks to earn credibility is he hard waydemonstrating that they have
the means and the will to reduce inflation and ¢éefkit low for a period of
time. (Bernankeget al, 1999, p. 308.) Moreover, overall...we must admét
the economic performance of the non-targeters theeperiod considered is not



appreciably different from that of the inflationrdaters...While in all the
inflation-targeting countries, inflation remainsaxpectedly low as GDP growth
returns to its predicted path, the same is trugrion-targeters) Australia and
the United States. (Ibid. p. 283) In short, infhatitargets are not a necessary
condition for sustaining low inflation...(and)..ev for countries with a long
record of credible targeting, reducing inflatiomess at the price of significant
output reductions in the short run. (Ibid. p. 282)

Still, Bernanke,et al. are supportive of the idea that inflation targgtoan provide a very
useful framework for policy. On the basis of alistevidence, however, it is difficult to see
where this support derives from. Typically, centvahks that reduce inflation do so the old-
fashioned way: by raising interest rates, causiagessions or slow growth, and by
generating unemployment.

Some recent work has been more supportive of thdilility and sacrifice ratio claims of
inflation targeting advocates. For example, Cliftet al., 2001 report some findings that
inflation targeting might have improved the inftati unemployment trade-off in OECD
countries, but they do not look at emerging marda@intries. Other studies suggest that
inflation targeting might allow for lower long-termeal interest rates by generating lower
inflation expectations. (Also see IMF, 2005b). Tleisuld enhance the environment for
investment, but if tight monetary policy does sotla expense of expected growth in
aggregate demand, then the overall impact on imargt might not be positive.

Does Inflation Targeting Attract More Foreign Ditdavestment (FDI)?

Many developing countries, correctly or not, havedm a priority of trying to attract foreign
direct investment (FDI). Advocates of neo-liberalaroeconomic policy, influencing
inflation targeting, have suggested that theseciadlihelp countries attract FDI. So the
guestion arises: has inflation targeting helpedetiming countries attract FDI? There have
been no direct studies of this question. Howevesrtkwby Epstein (2000) shows that, if
inflation is kept at 20% or below, there is no etation between inflation and foreign direct
investment inflows. Hence, on the basis of thetkhiexisting evidence, it seems unlikely
that inflation targeting improves a country's dpito attract FDI.

What is the Impact of Inflation Targeting on EcomonGrowth and Employment
Generation?

Most studies have failed to look at the impact Dfoin economic growth or employment
generation. This is not surprising given the néedal view that that the key role for
monetary policy is to keep inflation in the low gla digits, and the faith that, if they do,
growth will take care of itself. A recent study BWIF economists, using a complex
econometric model and policy simulations, repartliings that inflation targeting economies
experience reductions in thwlatility in inflation, without experiencing increasedlatility

in real variables such as real GDP. According &s¢hestimates, inflation targeting central
banks do enhance economic "stability" relative tbeo monetary rules, such as pegged
exchange rates and monetary rules (IMF, 2006). &hiriguing, these results are only as
strong as the simulation model on which they argefaonly as relevant as the questions
they pose, and only as broad as the alternatiwsekplore. On all these scores, these IMF



results are problematic. First, they do not sineutae impact of inflation targeting relative to
other possible policy regimes, such as the regktarg regime discussed below. Second, the
model is based on estimates of potential output @éna themselves affected by monetary
policy (Tobin, 1980, Michl, 2007). Hence, if monstgolicy slows economic growth, it also
lowers the rate of growth of potential output atierefore reduces the gap between the two,
therebyappearingto stabilize the economyut in fact, it does so at the expense of slowing
growth or even generating stagnation. This higlsighe third key point: even if it could be
shown that inflation targeting does a good jobtabitization, it is crucial to remember that
the stabilization role of monetary policy is onlpeoof the tasks facing central banks; the
other task is to contribute directly to economiowth, employment creation and poverty
reduction, and the IMF study fails to look at thepact of inflation targeting on the rate of
growth of employment, or on the quality of employmeYet, these are the issues at stake
here.

To the extent that economists have looked at GWily, they have assessed the volatility
of growth, rather than its level. However, if onged look at the data on economic growth, it
appears that inflation targeting in developing ddes doesnot have a positive impact on
growth. When IMF economists compared developingntguinflation targeters with a
comparison groups, (interestingly, they left Chona of the comparison group), one finds
that the rate of economic growth for inflation teteys is no greater than the developing
country comparison group (IMF, 2005b, Ch. 4), dnd some measures, it is lower.
Including China and some of the other rapidly groyviAsian countries, many of who do
NOT target inflation, would presumably make thisngarison even starker.

Summary

Inflation targeting, even if it does have a modegbact on reducing inflation and inflation
expectations, does not seem to be associated mijhoved real performance of inflation
targeting economies. Moreover, as we discuss futibkow, there may be some significant
costs to these policies, including an over-valugdhange rate, excessive costs on sub-
sectors of the population such as the poor and wpraed slower employment growth
overall.

Asymmetries and Misses in Inflation Targeting Regiras

Experiences with inflation targeting present anotidd feature: inflation targets are
often missed, and they are often missed by a gieslt Moreover, inflation rates are just as
likely to be too low as too high, and some timesrenso (See table 2). In other words,
monetary policy is often more likely to be too tighan too loose. Yet, despite often missing
the targets, countries who have adopted inflataogeting do not give it up. This presents
several asymmetries which are possibly costly fopleyment and growth. If under inflation
targeting inflation is often too low, that meanatthcentral banks may be keeping monetary
policy too tight with possible negative implications for employmand growth. Second,
why do countries continue to adopt inflation tamggteven though the targets are often
missed? With a stunningly Panglossian faith, IMBrexmists surmise: "These misses do not



seem to reflect "bad" monetary policy; otherwisee regime would surely have been
abandoned or substantially modified" (Roger ana&tp. 37)>

Another more likely interpretation is that once owies adopt inflation targeting, they are
locked into it. They feel they cannot abandon it fiear that abandoning inflation targeting
will send the "wrong" signal to investors and coulibve costly in terms of "investor
confidence" leading, perhaps to exchange ratabigy and capital flight. If this "fear of
inflating" is true, then countries maintain thelatibn targeting framework, even if they often
miss the targets.

Some might argue that this means an inflation targeegime is a "paper tiger”, and that it
therefore cannot have significant effects for gawdill. But | believe this is a mistaken
interpretation. For one thing, as just mentionedlation targeters are just as likely if not
more likely to have a monetary policy that is taght in the sense that inflation is too low.
But second, as long as central banks have aniorfléargeting framework, they can argue
that they do not need to worry about other objestexcept insofar as they affect inflation
But of course, this absolves central banks entiodélyheir developmental obligations, and
eliminates a key tool of macroeconomic policy frima developmental arsenal that attempts
to expand good jobs, among other goals. Inflatemgdting central banks can simply say:
"Employment creation? That's not MY department!"

Table 2: Inflation Outcomes of Inflation Targeting Countries

Frequency of Deviations (in percent)

Total Below Above
All Countries 43.5 24.2 19.3
Stable Inflation Targets 32.2 21.7 10.6
Disinflation Targets 59.7 27.7 10.6
Industrial Countries 34.8 22.5 12.3
Emerging Market 52.2 25.9 26.2
Countries

These outcomes are measured relative to the edi¢aget ranges.
Source:Roger and Stone (2005), Table 7, p. 22.

Why the Focus on Inflation?

There is a further, more basic problem with infatitargeting and the neo-liberal
approach to central bank policy more generally. Viythere such a focus on fighting
inflation to the exclusion of other goals? As reépdrin Bruno and Easterly (1996) and
Epstein (2000) there is a great deal of evidenaertioderate rates of inflation, inflation up
to 20% or more, has no predictable negative coresemgs on the real economy: it is not
associated with slower growth, reduced investmiests foreign direct investment, or any
other important real variable that one can find.

® They offer an alternative answer as well: "Anotivay to answer this question is to note the lack of
alternative regimes" (ibid., p. 38). | will discuss point more below.



Some IMF economists and others have argued morenttgcthat these results are
misleading. They claim that there are non-lineasitisuch as threshold effects, that imply
that inflation begins to harm economic growth atcmiower levels than claimed by Bruno
and others. (Ghosh and Phillips, 1998; Kahn anch&djn 2001; Burdekingt al, 2004).
Some of these find that inflation begins to harmawgh in developing countries at rates as
low as 3 percent. However, an even more recentrgap®ollin and Zhu find that, taking
into account non-linear impacts of inflation on eemic growth, inflation and economic
growth are ocassionaly positively related, esphciahen the cause of inflation is demand
expansion. (Pollin and Zhu, 2006). More generdhgy find that for developing countries,
inflation below about 15 % is not harmful for ecamo growth, and can, indeed be
beneficial. (Pollin and Zhu, 2006, p. 606.) Hertbey conclude, there is little justification, at
least on growth grounds, to focus monetary polinyboinging inflation down to the low
single digits, especially if such policy has ecomoosts.

Apart from growth effects, however, many economigige argued that inflation harms the
poor more than the rich. Hence, on distributionalugds, inflation reduction into the low
single digits should be a priority. While more r@sd is necessary to fully investigate this
claim, important recent work by Jayadev calls tb@ventional wisdom into question
(Jayadev 2006a,b). Jayadev looks at survey datpeople's preferences about inflation
versus unemployment. Whereas previous researchdragsked if people disliked inflation,
Jayadev investigated the more appropriate questibith is a bigger problem: inflation or
unemployment? This question better reflects tha idhat there is a trade-off between the
two, at least in the short to medium term. Whenppe@re asked this trade-off question,
interesting and highly relevant results emergeaday finds that those in the lowest quintile
of the income distribution are more likely to peveeunemployment as a more serious
problem than inflation. Those in the top quintile anore likely to have the opposite view
(Jayadev, 2006a) In a later paper, Jayadev findgasiresults when he divides the sample
by classes rather than by income groups. He finasworkers, and in particular, low skilled
workers on average find unemployment a more serpablem than inflation. (Jayadev,
2006b)

Of course, all agree that very high levels of itidla can have every serious impacts on
growth and possibly the distribution of incofmeBut there appears to be very little
justification for monetary policy oriented towareédping inflation in the low single digits,
especially when employment and poverty are sigaifiproblems.

Gender and Inflation Focused Monetary Policy

While moderate levels of inflation appear to hawesignificant costs, using central bank
policy to fight these levels of inflation does hasests, and some evidence suggests that
these costs are felt more by some groups thanstheparticular, as shown by Braunstein
and Heintz (2006), dis-inflationary monetary poliay developing countries, like that

® Of course, what is meant by "very high" is a nratfecontinuing dispute and subject of researcte @hginal
Bruno results suggested that up to 40%, inflatiag ho discernable negative effects. Pollin and fdond the
number closer to 15%. Of course, these are avamagwers, and as these authors state, it matters isvha
causing the inflation: is it supply side shockswihich case it is very difficult to dis-intanglegthimpacts of
supply reductions from the inflation itself, ortie higher inflation due to demand expansion, iictvitase the
impacts appear to be more benign.
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undertaken in connection with inflation-focused mi@my policy regimes, has a
disproportionately negative employment effect ormea, relative to men. Their excellent
work is highly suggestive that there may be impdrtgender effects of monetary policy,
suggesting that this issue needs much more restelit is currently receiving.

Their empirical exercise explores the effects dlatron reduction on women’s and men’s
formal employment. They compiled data for 51 “itifsa reduction episodes” in 17 low- and
middle-income countriesTo assess the employment effects of inflation cédn periods,
they looked at actual employment trends during eadtfation reduction episode,
disaggregated by gender, and compared these terlongmployment trends. They also
examine indicators that suggest how monetary poksponded during inflation reduction
episodes using a similar approach.

In looking at the impacts of disinflation on emphognt, they distinguished periods when
both inflation rates and employment fell, relattedong run trends, from those periods when
inflation rates fell but employment expanded. Thusg the term “contractionary inflation
reduction episode” to refer to the inflation redactperiods when employment contracted
and “expansionary inflation reduction episode’ltoge when employment expanded.

Their main findings are as follows:

» If employment contracts during an inflation redon episode, it is likely that women
will experience a larger loss of employment, ingeetage terms, than men. In the
majority of cases, contractionary inflation redantihas a disproportionately negative
impact on women. However, during inflation reductiepisodes in which employment
expands, the gender-specific impact is ambiguous.

* When central banks respond to inflationary pressiby raising real interest rates above
the long-run trend they are more likely to expecera slow-down in the growth of
employment relative to those countries that keeégrést rates in line with or below the
long-run trend, with concomitantly higher losses felative female employment.
However, countries with negative real interestgate not appear to be able to increase
employment growth by lowering real interest ratésfarther.

« They find that real exchange rates (RERs) seemintipact the gender bias of
contractionary inflation reduction episodes. In edses where women experienced
relative employment gains during employment cotitbas, exchange rates either
depreciated or showed no deviation relative to {amgtrends.

» Tightening the real money supply also seems to negatively associated with
employment in general and women’s employment itiqdar.

These results suggest that contractionary mongtaligy aimed at reducing inflation often
has a disproportionately negative impact on womemgployment, an effect that may be
eased by maintaining a competitive exchange ratebdtVer, inflation reduction episodes
where real exchange rates did not appreciate weseunfavorable to women's employment.

" Their choice of countries was limited to those Vidhich reasonably reliable, gender-disaggregacethél
employment data were available. Informal employnmantld not be addressed in this analysis becaugieeof
lack of a sufficiently long time series for a vayief countries.
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lll. Central Bank Policy for Employment Creation

One reason that "inflation-focused monetary policgs gained so many adherents is
the common perception that there is no viable radtire monetary policy that can improve
growth and employment prospects. There are thre@n rectors accounting for this
perception. First, many economists believe theK&gaesian natural rate (or, alternatively,
"Non-Accelerating Inflation Rate of UnemploymentANRU)) view of the labor market that
claims that, left to their own devices, market &savill automatically bring the economy to
full employment and, furthermore, any attempt tduee unemployment beyond that will
only result in ever worsening inflation. Howevehete is substantial evidence that the
NAIRU theory is not empirically well based. The wat rate or NAIRU, if it exists, does not
seem to be constant; importantly, it seems to feetid by macroeconomic policy itself. In
some countries its effects are asymmetric, withreiases in unemployment reducing
inflation, but reductions in employment not incliegsinflation; and it no longer even seems
central to the work of mainstream economics (sesndfi 1997; Baker, 2000; Ball and
Sheridan, 2001; Ball and Mankiw, 2002; Pollin, 208&ll, 2005).

Second, in an internationally financially integhconomy with high levels of international
capital flows, monetary policy can be extremelylidmging. In particular it might be very
difficult to gear monetary policy by targeting mdawy aggregates, or by pegging an
exchange rate along with trying to promote emplayhggowth. This is often seen as the so-
called "trilemma" which says that central banks cenly have two out of three of the
following: open capital markets, a fixed exchangerand an autonomous monetary policy
geared toward domestic goals. While this so-calkedemma” is not strictly true as a
theoretical matter, in practice it does raise seyissues of monetary management (Frenkel
and Taylor, 2006). From my perspective, the reak of the problem turns out to be one leg
of this 'tri-lemma”, namely the fact that orthodesonomists, by and large, have taken for
granted that eliminating capital controls is thestbpolicy, and that virtually complete
financial liberalization with respect to the foreigector is the optimal policy. Yet recent
evidence amply shows that open capital markets acraate very costly problems for
developing countries and that many successful dpugj countries have used a variety of
capital management techniques to manage these ftoasler, among other things, to help
them escape this so-called "trilemma". (See belaw further discussion of capital
management techniques.) Third, few economists Idexeeloped and proposed concrete
alternatives to inflation targeting monetary policythe current context so those searching
for alternatives have trouble finding models. Hwere economists are now in the process of
rectifying this problem and | report on these d@lan this section.

The main point of this section is this: theaee viable alternatives to inflation- focused
monetary policy (including inflation targeting) t@inatives that can promote more and better
employment and poverty reduction. Moreover, thds=ratives are also responsive to the
needs to keep inflation at a moderate level anthéantain an exchange rate that is not
excessively volatile: in short, these alternatiaes responsive to stabilization needs as well
as developmental needs.
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Alternatives To Inflation Targeting

The alternatives | discuss here all go under tiheicwof areal targeting approacto central
banking. By "real" | mean a target connected torda, as opposed to the monetary aspects
of the economy: employment, real GDP growth, investt, the real exchange rate. | use the
term "targeting” rather loosely, with its meanirigged anywhere a long a continuum. At one
end of that continuum it means a strict, numerga&l, as in inflation "targeting”, pre-
announced and narrowly focused; at the other endeidns a general goal of monetary
policy. Of course, as | have said repeatedly, aleitly these real goals, there are important
monetary or financial goals which the central bamkst also be concerned with, including
achieving a moderate inflation rate. Hence, typycalcentral bank will attempt to hit one or
more real targets, subject to inflation and pogsiido an exchange rate volatility constraint.

The Real Targeting Approach to Central Banking

Advantages of the Real Targeting Framework
This real targetingframework has a number of important advantages:

1. First and foremost, it places front and centredbenomic variables that have
the most immediate and clearest association withakwelfare. In the case of
implementing a strict "targeting” framework, thentral bank will be forced to
identify this target and then reach it, and ifagedn't do so, both explain why it
failed and how it will improve in the next period.

2. Given the public pressure to reach this target, dbetral bank will have
significant incentives to invest in research anldeotactivities, to improve its
understanding and tools to reach this real target.

3. Given that it will need to reach this target amiley constraints, it will need to
develop new tools of monetary policy. For examgle, central bank must hit
an employment target subject to an inflation andaro@e of payments
constraint, then — in addition to interest rateiqgyol it might explore asset
allocation strategies to encourage banks to inergaeir lending to high
employment generating activities.

4. A real targeting approach lends itself naturally & more democratic,
transparent and accountable central bank polidysiéraes the genuine needs of
the majority of countries’ citizens, rather thare tminority that typically
benefits from the combination of slower growth, linflation, and high real
interest rates.

5. The framework is much more conducive to tailoringnetary policy to the
specific needs of different countries. For examfile, country has a particular
problem with generating good jobs for women, or enbs in a particular
region of the country, then the real targeting apph can target women’s
employment or more employment in a specific regi@ong with more
employment generally) and devise instruments toeaelthose objectives.
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In short, thereal targeting approacho monetary policy is likely to be more developnadiyt
relevant, flexible, effective and democraticallgagntable than inflation targeting.

An important example of real targeting, developedriore detail below, igmployment
targeting.

How would An Employment Targeting (ET) Frameworle@pe?

The central bank, in conjunction with the governtmearould estimate a feasible target range
for employment growth, taking into account the sathat are consistent with moderate
inflation. Based on the estimate of the relatiopshetween the central banks’ policy
instrument and employment growth, the central baitktry to achieve its target. Note that
many of the problems that arise will be similathose that arise with inflation targeting. For
example, what are the best instruments to use? Wihia¢ best way to measure employment
growth? What should be done about uncertainty anplerfect information? These are
difficult issues. But there is no reason to beli¢gvat these issues will be any harder — or
easier to deal with—than in the inflation targetoase.

Objections to Employment Targeting

The major objection to employment targeting fromimaaeam economists is also the least
valid: it is the claim that only nominal variablean be affected by monetary policy, at least
in the long run. But, as discussed earlier, thenglenty of evidence that central bank policy
can have significant impacts on employment andrat variables, such as investment (eg.
Ball, 1999).

There will be other objections to employment targetMany economists will argue that the
association between central bank policy and empéoyrgrowth is simply too loose to base
policy on. But Bernanke et al, and other advocatesargeting have admitted that the
connection between central bank policy and inflaialso lose and variable. (Bernanke, et.
al. 1999) There is simply no macroeconomic variatbethy of interest, including inflation
that is perfectly controlled by the central bank.

The Indirect Advantages of Employment Targeting

There are several extremely important indirect athges of the employment targeting
framework which themselves will contribute in a @al way to the framework's success.
These indirect advantages involve the accumulatfarew knowledge about the connections
between monetary policy and employment, and thergéion and implementation of new

ideas about how to generate more employment antbedo growth. Both of these positive

outcomes will stem from focusing the attentionted tentral bank, with its enormous human
and financial resources, on the key issue of enmpémyt growth.

Making employment or employment growth a targetnodnetary policy will induce a
profound shift in the attitude and the activitidslee central bank. It will begin to assign its
economists to study the relationships between naopgtolicy and employment growth; it
will study what monetary policy instruments arethesed to achieve employment growth; it
will organize conferences on employment growth andnetary policy. It will give
promotions and more resources to members of if§ #tat make breakthroughs in the
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understanding of these connections. It will leagld¢bntral bank to link up with others outside
the Bank who have knowledge and experience witheeso employment generation and its
relationship to financial variables.

The creation of an employment targeting framewoilk mot only lead the central bank to

generate more knowledge about the relationship dextwnonetary policy and employment
growth. It will lead the bank to design new progsato help it reach it targets. To be sure,
lowering interest rates, as | have suggested eadmuld have an important impact on
investment and expansion behavior by many firmgeland small. But the central bank will
also find that, in order to contribute to more eoyphent generation subject to an inflation
constraint, it will need additional instrumentsnebnetary policy.

Targets and Instruments

As Tinbergen argued in his classic piece on potitgking, one needs at least as many
independent instruments as targets to reach obgstives. If the central bank were to adopt
an employment targeting approach, in which it &lad to meet an inflation constraint, then

in effect there are up to two targets and only orstrument, the interest rate. In this

situation, the Central Bank will undoubtedly seai@hmore instruments with which to reach

its targets.

There are a number of useful possibilities. Amoig tmost promising are various
mechanisms of credit allocation and capital managenechniques.

Credit Allocation Mechanisms

As described in more detail later in our discusddpost-War US, European and Japanese
economic policies, central banks have used a yavietools to help direct credit to preferred
sectors to support social and economic goals. Thesks include asset based reserve
requirements, loan guarantees, support for poaitjunderwriting small loans, utilizing the
discount window in support of employment generaimgestments (see Pollin, et. al, 2006
and 1994, Epstein and Heintz, 2006, Palley, 200@l @y treatment below for more
discussion of these approaches). Asset basedveessguirements are a system in which
lending institutions are required to hold low-irst or zero interest yielding reserves as a
proportion of their earning assets. Hence, ban&sdanoney in proportion to the size of the
reserves they need to hold. To make this partdifexted lending system, the central bank or
government would assign lower requirements to prefe assets, such as employment
generating activities, thereby creating an incenfor banks to hold these types of assets
relative to less desirable assets. Another possiidgument would be to create a loan
guarantee program for banks that lend to coopa&stand small businesses that generate
good employment opportunities. Another exampléiprovide liquidity and risk sharing
institutions for loans to businesses which havense to generate employment but which
now have restricted access to financial marketsexXample of this type of policy would be
to provide financial and administrative support Bsset backed securities which would
bundle loans for employment generation, and selinttas securities on the open market,
much as Ginnie Mae and Fannie Mae do in the UiStates housing market.

As a final example, the Reserve Bank could opempexial discount window facility, in
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which it would offer credit, guarantee, or discodatilities to institutions which are on-
lending to firms and cooperatives which have pramis employment generating
opportunities.

Of course, these types of policies can lead to ebarsd corruption. It is crucial that
monitoring and control systems be established t@wmze these costs. As Amsden argues
(2001), these control and monitoring systems wemgcial to the success of newly
industrializing countries such as South Korea aradw@n that used credit allocation
techniques to support their industrial policies.tle cases that Amsden describes, firm's
success in generating exports was the key mongorariable. Firms that did not succeed
would be penalized.

Employment Targeting Through A Gender Lens

Among the great advantages of combining credit cation mechanisms with the
employment targeting approach is that it providesolicy flexibility necessary to succeed
in varying institutional contexts. For example, whé&male waged employment is important
for social welfare, using a gender lens will bec@aufor designing effective macroeconomic
policy in general and employment targeting moneparjcy in particular. In these contexts,
the central bank could design asset based resemugrements to generate more female
employment; alternatively, the central bank couidegoreferential access to the discount
window for financial institutions investing in ce@iding to organizations which will generate
more, better, female employment. Indeed, evenerattsence of a prior understanding of the
importance of women's wage employment, in theseatsiins, an employment targeting
central bank will likely discover on its own the portance of using a gender lens in
macroeconomic policy if it is going to achieve émiployment generating targets. This is an
excellent example of the beauty of implementingeenployment targeting approach: it will
force the central bank to learn much more aboutnttere of the labor force and how to
increase gainful employment which, in many socgtiwill mean that it will learn much
more about the female labor force.

Capital Management Techniqdes

As | discussed earlier with respect to the so-ddlielemmag governments may need policy

space from the vagaries of international capitatkeis to preserve autonomous monetary
and other policies along the lines discussed Herparticular, to achieve this policy space

they may need capital controls, exchange contrglsnore generally, capital management
techniques.

Capital and Exchange Controfgace taxes or regulations over the buying andéting of
international assets or debt (capital controlsjoogign exchange (exchange controls). These
have been used widely to manage inflows and ougflofnnternational capital and/or foreign
exchangeCapital management techniquéSMT's) refer to two complementary (and often
overlapping) types of financial policies: polici#sat govern international private capital
flows (capital and exchange controls, as just @efjnand those that enforce prudential

8 This section draws heaving on join work with lleBeabel and Jomo, K.S. See Epstein, Grabel and Jomo
2006.
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management of domestic financial institutions. @Giarttypes of prudential financial
regulations actually function as a type of capitaintrol; moreover, capital controls
themselves can function as @avmplemenprudential financial regulations. There is often a
great deal of synergy between prudential finarnr@gulations and traditional capital controls.
It can be difficult (and sometimes impossible) tawd a firm line between prudential
domestic financial regulation and capital controlsiFor instance, domestic financial
regulations that curtail the extent of maturityarational mismatches may have the effect of
influencing the composition of international capftaws to a country, even if those types of
regulations are commonly classified as prudentigheistic financial regulations and not as
capital controls. Hence, for the IMF and othersatgue that prudential management is
"good" and capital controls are "bad" is to drawdistinction for ideological, rather than
sound policy purposes.

Policymakers use Capital Management Techniques @MJ achieve some or all of the
following four objectives—to promote financial siidtly; to encourage desirable investment
and financing arrangements; to enhance policy amynand to enhance democra@MTs
can promote financial stability through their atyilio reduce currency, flight, fragility and/or
contagion risks, thereby reducing the potential fioancial crisis and attendant economic
and social devastation. They can also influencectimeposition of the economy’s aggregate
investment portfolio, and can influence the finagciarrangements that underpin these
investments. Moreover, CMTs can promote desirapees of investment and financing
strategies by rewarding investors and borrowersefagaging in them. Desirable types of
investment are those that create employment, ingpowng standards, promote greater
income equality, technology transfer, learning lmoynd and/or long-term growth; desirable
types of financing are those that are long-terabhlstand sustainable. Capital management
can discourage less socially useful types of imaest and financing strategies by increasing
their cost or precluding them altogether.

CMTs can enhance policy autonomy in a number ofswéyy can reduce the severity of
currency risk, and can thereby allow authoritieptotect a currency peg; they can create
space for the government and/or the central banlpusue growth-promoting and/or
reflationary macroeconomic policies by neutralizthg threat of capital flight; by reducing
the risk of financial crisis in the first place, dmlcan reduce the likelihood that governments
may be compelled to use contractionary macro- aimloreconomic and social policy to
attract foreign investment back to the countryagrecondition for IMF assistance; finally,
CMTs can reduce the specter of foreign control wnership of domestic resources. It
follows from the above that capital management eahance democracy by reducing the
potential for speculators and external actors ter@sge undue influence over domestic
decision making directly or indirectly (via the ¢at of capital flight). CMTs can reduce the
veto power of the financial community and the IMIAd create space for the interests of
other groups (such as advocates for the poor)ay glrole in the design of policy. They can
thus be said to enhance democracy because thete ¢hema opportunity for pluralism in
policy design.

Regimes of capital management take diverse fornts axe multi-faceted. Importantly,

capital management techniques can be static omaign&tatic management techniques are
those that authorities do not modify in responsechanges in circumstances. Capital
management techniques can also be dynamic, metir@hthey can be activated or adjusted
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as circumstances warrant. Epstein, Grabel and J86@6) undertook seven case studies of
the diverse capital management techniques emplimyé&hile, Colombia, Taiwan Province
of China, India, China, Singapore and Malaysia myrithe 1990s. To illustrate more
specifically the various forms these techniqueste&s, | reproduce here tables taken from
Epstein, Grabel and Jomo (2006) (table 3 and 4)elo

The positive lessons are as follows. First andtngeserally, they find that CMTs can
contribute to currency and financial stability, m@a@and micro-economic policy autonomy,
stable long-term investment and sound current adgoerformance. CMTs also impart some
costs. Specifically, there is evidence that in s@omentries the cost of capital to small firms
is increased, and capital management can create $pe corruption. Second, successful
implementation of controls over a significant pdriof time depends on the presence of a
sound policy environment and strong fundamentaiesé include a relatively low debt ratio,
moderate rates of inflation, sustainable currentoant and fiscal balances, consistent
exchange rate policies, a public sector that fonstiwell enough to be able to implement
coherent policies (i.e.administrative capacily and governments that are sufficiently
independent of narrow political interests so theytcan maintain some degree of control
over the financial sector (i.estate capacity

Third, the cases show that causation works botlswiaym good fundamentals to successful
CMTs, and from successful CMTs to good fundamentatood fundamentals are important
to the long-run success of CMTs because they retheestress on these controls, and
thereby enhance their chance of success. On tlee b#md, these techniques also improve
fundamentals. Thus, there is a synergy between lifd fundamentals. Fourth, the
dynamic aspects of CMTs are perhaps their most itapbfeature. Policymakers need to
retain the ability to implement a variety of managat techniques and alter them as
circumstances warrant. Nimble and flexible capitaihagement is very desirable. Chile and
Taiwan POC's experience with these techniquegmod example of this type of flexibility.
Countries with successful experiences with controisst maintain the option to continue
using them as circumstances warrant.

Fifth, CMTs work best when they are coherent anastent with the overall aims of the
economic policy regime, or better yet, when they am integral part of a national economic
vision. To be clear, this vision does not have ¢odme of widespread state control over
economic activity. Singapore is a good examplemeeonomy that is highly liberalized in
some ways, but one where CMTs are an integralgbamh overall vision of economic policy
and developmentSixth, prudential regulations are often an impureomplement to capital
controls, traditionally defined, and vice versa.Simgapore, for example, government moral
suasion aimed at discouraging banks from lendindirtas or individuals intending to
speculate against the currency, is an example effantive prudential regulation. In Chile,
taxes on short-term inflows that prevent maturitigmatches are an example of a capital
control that also serves as a prudential regulatidre case studies present many such
examples.

Seventh, there is not one type of CMT that workst @ all countries: in other words, there
iS no one "best practice” when it comes to CMTgst&in, Grabel and Jomo (2006) found a
variety of strategies that work in countries witlery different levels of state and

9 See Nembhard, 1992, for an excellent discussithesfe issues.
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administrative capacities, with financial systerhattdiffer according to their depth and
degree of liberalization, with different mixes oyréhmic and static controls, and different
combinations of prudential financial regulationsi aapital controls.

Table 3: Summary:
Types and Objectives of Capital Management Technigegs Employed During the 1990's*

Country Types of Capital Management Techniques Objetives of Capital Management
Techniques
Chile Inflows -Lengthen maturity structures and
FDI and PI: One year Residence Requirement stabilize inflows
30% URR

-help manage exchange rates to

Tax on foreign loans: 1.2% per year I "
maintain export competitiveness

Outflows: No significant restrictions

Domestic financial Regulations: -protect economy from financial
strong regulatory measures instability
Colombia Similar to Chile Similar to Chile
Taiwan POC | Inflows -Promote industrialization

non-residents
-bank accounts can only be used for domestic
spending, not financial speculation
-foreign participation in stock market regulated | -Maintain financial stability and
-FDI tightly regulated insulate from foreign financial crises
residents
regulation of foreign borrowing
Outflows
Exchange controls
Domestic Financial Regulations
-restrictions on lending for real estate and other
speculative purposes

-Help manage exchange for export
competitiveness

Singapore "Non-Internationalization" of Singapore $ -to prevent speculation against
inflows Singapore $
outflows -to support "soft peg" of S$
non-residents

-to help maintain export

-financial institutions can't extend S$ credit t;ha -
competitiveness

residents if they are likely to use for speculation
-to help insulate Singapore from

-non-residents: if they borrow for use abroad, mu?oreign financial crises

swap first into foreign currency

Domestic Financial Regulations
-restrictions on creation of swaps, and other
derivatives that could be used for speculation

against S$
Malaysia Inflows -to maintain political and economic
(1998) -restrictions on foreign borrowing sovereignty

Outflows - kill the offshore ringgit market

non-residents

-12 month repatriation waiting period
-graduated exit levies -to help reflate the economy
inversely proportional to length of stay

-shut down offshore share market

-to help create financial stability and
residents insulate the economy from contagion
exchange controls
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domestic financial regulations

non-residents

-restrict access to ringgit

residents

encourage to borrow domestically and invest

India Inflows -support industrial policy
non-residents -pursue capital account liberalization
Strict Regulation of FDI and PI pul P X
an incremental and controlled fashion
Outflows -insulate domestic economy from
non-residents financial contagion g
-none 9
. -preserve domestic savings and forex
residents
reserves
exchange controls
Domestic Financial Regulations -help stabilize exchange rate
-strict limitations on development of domestic
financial markets
China Inflows -support industrial policy

non-residents

-strict regulation on sectoral FDI investment
-regulation of equity investments: segmented st
market

Outflows

non-residents

-no restrictions on repatriation of funds

-strict limitations on borrowing Chinese Renmin
for speculative purposes

residents
exchange controls

Domestic Financial Regulations
-strict limitations orresidentsandnon-residents

0

(=)

-pursue capital account liberalization
(i:rll(cremental and controlled fashion

-insulate domestic economy from
financial contagion

-increase political sovereignty

preserve domestic savings and forei
exchange reserves

-help keep exchange rates at
competitive levels

Jn

*Sourcessee Epstein, Grabel and Jomo (2006).
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Table 4:

Summary: Assessment of the Capital Management Tenlyues Employed During the 1990s*

Country Achievements Supporting Factors Costs
Chile -altered composition and -well-designed policies and | -limited evidence of
maturity of inflows sound fundamentals higher capital costs
-currency stability -neoliberal economic policy in for SMEs
-reduced vulnerability to many domains
contagion -offered foreign investors
good returns
-state and administrative
capacity
-dynamic capital management
Colombia -similar to Chile, but less -less state and administrative] No evidence
successful in several respects | capacity than in Chile meant | available
that blunter policies were
employed
-economic reforms in the
direction of neoliberalism
Taiwan POC | -debt burdens and financial -high levels of state and -limited evidence of
fragility are insignificant administrative capacity concentration of
-competitive exchange rate and --policy independence of the | lending to large
stable currency CBC firms, conservatism
-insulated from financial crises | -dynamic capital management of banks, inadequate
-enhanced economic sovereignty auditing and risk and
project assessment
capabilities
-large informal
financial sector
-limited evidence of
inadequate liquidity
in financial system
Singapore -insulated from disruptive -strong state capacity and -possibly undermined
speculation ability to use moral suasion | financial sector
-protection of soft peg -strong economic development
-financial stability fundamentals -loss of seignorage
Malaysia -facilitated macroeconomic -public support for policies -possibly contributed
1998 reflation -strong state and to cronyism and
-helped to maintain domestic | administrative capacity corruption
economic sovereignty -dynamic capital management
India -facilitated incremental -strong state and -possibly hindered

liberalization

-insulated from financial
contagion

- helped preserve domestic
saving

-helped maintain economic
sovereignty

administrative capacity
-stong public support for
policies

-experience with state
governance of the economy
-success of broader economi
policy regime

-gradual economic
liberalization

development of
financial sector

-possibly facilitated
corruption
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China -facilitated industrial policy - -strong state and -possibly constrained
insulated economy from administrative capacity the development of
financial contagion -strong economic the financial sector
-helped preserve savings fundamentals -possibly encouraged
-helped manage exchange rate -experience with state non-performing loang
and facilitate export-led growth| governance of the economy | -possibily facilitated
-helped maintain expansionary | -gradual economic corruption
macro-policy liberalization
-helped maintain economic -dynamic capital management
sovereignty

*Sourcessee Epstein, Grabel and Jomo (2006).

Other Possible Real Targets for Monetary Policy

In addition to a direct employment target for mamgtpolicy, there are other real or
intermediate targets that could be desirable catelsdfor central banks wanting to better
balance developmental goals with inflation stahbti@n. Here | will briefly mention three
others: first is real GDP growth, second is invesitntargeting, and third, is stable and
competitive real exchange rates (SCRERe latter is widely proposed in the case studies
presented below

Real GDP Growth (Economic Growth)

Economic growth is a natural alternative target éentral banks, since it is generally
considered a broad measure of economic performamtes widely thought to be influenced,
at least in the short to medium term, by macroecoagolicy, including monetary policy.
Moreover, many other important variables, suchrapleyment and investment are broadly
affected by the rate of economic growth. Its breaatid generality might also make it less
amenable to monetary and credit policy than moreomameasures such as employment and
investment. As a broad measure, it might also bge threctly linked to specific outcomes
with high social priority, such as poverty redunttbhan employment.

Investment

For some countries, employment generation is net rtftost immediate macroeconomic
problem. Rather, productivity growth is a more impat concern. In this case, investment,
rather than employment, might be a more approptaaget. If the central bank were to adopt
an investment target subject to an inflation caastr it could do so in a targeting
framework. In this case, the central bank wouldpadarget ranges for investment and would
estimate the relationship between central banlcpa@nd investment. It would also estimate
the relationship between policy, investment anthtidn and other important variables, such
as exchange rate instability. It would choose gedfarange for inflation and assess whether
the investment goal and the inflation goal are =test. Just as in the inflation targeting
framework, decisions will have to be made as topttoper index of investment to use. Based
on the estimate of the relationship between thérakebanks’ policy instrument, the central
bank will try to achieve its target. Here too thelgems that arise will be similar to those
that arise in the inflation targeting approach. YWkahe best instrument to use? Most central
banks use short term interest rates as their ptdicy But other variables are likely to be

22



more directly related to investment, including ldegm interest rates and credit availability.
Therefore, Central Banks may find that other inseuats, such as open market operations
directed at long-term debt securities, directedlileg, or incentives, such as asset based
reserve requirements to induce banks to lend longien, are more effective. (See the
discussion on South Africa below).

A Stable and Competitive Real Exchange Rate (SCRER)

As will be clear from our discussion below, a numbé the authors in the PERI/Bilkent
research group have chosestable and competitive real exchange ragean important real
target for monetary policy. This is because in ¢bantries they are studying, international
competitiveness has a large impact on employmemtlugtivity growth and economic
growth. Moreover, they argue that targeting thd ex@hange rate is feasible for central
banks, and can relatively easily accommodate asfaou stabilizing inflation, which for
many Latin American countries, is a very importahjective. More details on the SCRER
and how it might operate are provided below.

Summary

The main point of this discussion has been thdemiht targets for monetary policy are
likely to be relevant in different contexts. Foruodries that have a massive unemployment
problem, and where there has not been a serioesitregperience with hyper-inflation so
that citizens and investors are not inflation plkplthen an employment targeting central
bank might be the more appropriate. Where inflatrombles have deep historical roots and
where the economy is highly exposed to foreigndradd capital flows, a SCRER might be a
better monetary policy target. For still other ctrigs, where the external sector is not large
and where employment is not the main concern, a GDRvestment target might be more
relevant.

PERI/Bilkent Multi-Country Study of Alternativesltdlation Targeting

In this section, | report on country studies uralesh by a team of researchers working on a
PERI/Bilkent project on alternatives to inflatioargeting, as well as a United Nations
Development Project (UNDP) sponsored study of egmpknt targeting economic policy for
South Africa® The countries covered are Argentina, Brazil, Mexindia, The Philippines,
South Africa, Turkey, and Viet Nam. As will be ditrated by these studies, one size does
NOT fit all. A range of alternatives to inflatioargeting were developed, all the way from
modest changes in the inflation targeting framewworlallow for more focus on exchange
rates and a change in the index of inflation useds much broader change in the overall
mandate of the central bank to a focus on employrtegeting. Some of the alternative
policies focus exclusively on changes in centrahkbgolicy, while for other countries
changes in the broad policy framework and in theractions of monetary, financial and
fiscal policy are proposed. Some incorporate ekpyjoals and targets, while others prefer
more flexibility and somewhat less transparencyt Bl of the studies agreed that the
responsibilities of central banks, particularly developing countries, while including

19 For the PERI/Bilkent project see Epstein and ¥e|deds. forthcoming; For the UNDP project seeiiad.
al., 2006.
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maintaining a moderate rate of inflation, must bealder than that, and should include other
crucial "real" variables that have a direct impaot employment, poverty and economic
growth!! They also agree that in many cases, central banlst broaden their available
policy tools to allow them to reach multiple goalsicluding, if necessary, the
implementation of capital management techniques.

Alternatives to Inflation Targeting: Variations @nTheme:
Modest but Useful Adjustments to the Inflation Tetirgg Regime

Some of the country studies in the PERI/Bilkenjgebproposed only modest changes to the
inflation targeting regime. In the case of Mexido; example, the authors argue that the
existing inflation targeting regime has allowed foore flexible monetary policy than had
occurred under regimes with strict monetary targetstrict exchange rate targets (Galindo
and Ros, 2006). As a first step, they suggest fyiodi the IT framework to make it
somewhat more employment friendly. More concret@glindo and Ros find that monetary
policy in Mexico has been asymmetric with respeattchange rate movements —tightening
when exchange rates depreciated, but NOT loosenivegy exchange rates appreciated. This
has lent a bias in favor of an over-valued exchaagein Mexico. In its place, Galindo and
Ros propose a "neutral" monetary policy so that ¢katral bank of Mexico responds
symmetrically to exchange rate movements and tlyexebid the bias toward over-valuation
without fundamentally changing the inflation taiggtframework:?

In his study of Brazil, Nelson Barbosa-Filho alsogosed extending the inflation targeting
framework, but, as discussed shortly, in a moremdtec way. Writes Barbosa-Filho:
"...because of Brazil's past experience with highatidn, the best policy is to continue to
target inflation while the economy moves to a m&table macroeconomic situation. So far,
the great gain from inflation targeting has beer thcrease in the transparency and
accountability of monetary policy in Brazil." (Barba-Filho, 20053 But he goes on to say,
"The crucial question is not to eliminate inflatitargeting, but actually make it compatible
with fast income growth and a stable public aneifpn finance”. (ibid.) As discussed in the
next section, in order to do that, Barbosa-Filhmgoa number of the country case study
authors in proposing a monetary policy to maintistable and competitive real exchange
rate (SCRER) which, they argue, will have a nundfesignificant benefits for many of these
economies and their peoples.

A Competitive and Stable Real Exchange rate

As just indicated, a number of authors, followirng tlead of Frenkel and Taylor (2005),
Frenkel and Ros (2006) and Frenkel and Rapetti@R@dgue that central bank should

1t is true that so-called "Taylor Rules" that esite policy rules governing monetary policy oftérdfthat
central banks react to the deviation between "gialeautput" and actual output (the "output ga@t, far
from implying that central banks care about unemmplent, these results often reflect the fact thatdutput
gap affects future inflation; so a central bank fsdocusing solely on inflation might still be roerned with
the output gap (Eichengreen, 2002).

12 Galindo and Ros also propose shifting from a @Rjdt to a domestic inflation target which wouldgrithe
exchange rate impact on the "target" inflation &d further reduce the monetary policy bias tovemchange
rate appreciation.

13 See more on Brazil and Argentina below.
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maintain a moderate inflation rate AND should maimta competitive and stable real
exchange rate. They note that the real exchange cah affect employment, and the
economy more generally, through a number of channd)) By affecting the level of
aggregate demanthé macroeconomic channel) Ry affecting the cost of labor relative to
other goods and thereby affecting the amount obrldtired per unit of outputtife labor
intensity channegnd by affecting employment through its impact @westment and
economic growththe development channe(gg. Frenkel and Ros , pp. 634-637) While the
size and even direction of these channel effeaghndiffer from country to country, in many
places, including Latin America, maintaining a catifive and stable real exchange rate is
likely to have a positive employment impact thowsgime combination of these effects. For
example, Frenkel and Ros find that in Latin Ameriga most of the Latin American
countries experiencing increases in unemploymenthen 1990's, these economies were
characterized by significant appreciations of the#al exchange rate.

In the PERI/Bilkent project, a number of countrydst authors proposed a new framework
for central banks in which they should include a&s"mtermediate goal" a "stable and
competitive real exchange rate" (SCRER). These toesnincluded Argentina, Brazil,
Mexico, The Philippines and Viet Nam. (See Fren&etl Rapetti, 2006; Barbosa-Filho,
2005; Galindo and Ros, 2006; Lim, 2006;, Packa@®52. In all of these cases, the authors
argued that such a policy would help their econsnpiersue a more employment oriented
growth path, while maintaining inflation in checkhey all suggested that these countries
might, in addition, need to impose short-term adpibntrols and other capital management
technigues to help them manage the exchange rli@avtaining moderate inflation.

Argentina

Frenkel and Rapetti, in the case of Argentina, shitat targeting a stable and competitive
real exchange rate has been very successful inngetp maintain more rapid economic
growth and employment generation. They also shotvatito be successful in the case of
Argentina, the country implemented a partial defaud its substantial foreign debt, and
short-term implementation of capital managemenhrgpies. These policies were put in
place after the disastrous break-down of the pusvimurrency board arrangements. In their
view, a monetary policy that has a broader mantiatgenerate more employment and
economic growth, while keeping a stable and cortipetireal exchange rate, has had
significant success in Argentina (Frenkel and Rg[2206).

Brazil

The case of Brazil is more mixed, according to BagdFilho. The inflation targeting
framework was instituted in Brazil in 1999 in orderprovide a nominal anchor to domestic
prices. The National Monetary Council sets the éergand the Committee of Monetary
Policy (Copom), formed by the President and thee@ors of the Central Bank of Brazil
(CBB) is responsible for meeting the targets. Whten target is not met, the CBB has to
issue an open letter to the President of Brazil thlay happened and what could be to correct
it. The impact of the IT regime between 1999 an@&f8as been relative macroeconomic
stability, but slow over-all real GDP growth, higbal interest rates and a tendency to
currency appreciation. This currency appreciatiibe, that in Mexico as reported by Galindo
and Ros (2006) appears to be partly due to asyromatnetary policy, policy that works
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against depreciations of the exchange rate lessitheans against the wind when the (real)
exchange rate appreciates. The fundamental prabl@&razil, according to Barbosa-Filho, is
that the growth of productivity and potential outpesponds to aggregate demand policy: so
slow growth in aggregate demand leads to slow drawtpotential output and therefore, it
appears that the output gap is small. This leads gelf-fulfilling prophecy of the need for
restrictive monetary policy. The challenge facingnetary policy is to expand growth in
aggregate demand in order to raise the growth g&tpotential output, without igniting
inflation in the short run. A monetary policy thigt careful to maintain a low and stable
inflation rate can usefully be supplemented by nanyepolicy directed to avoiding an over-
valued exchange rate and lowering real short taterest rates.

More specifically, for the case of Brazil, Barbds#iio developed a more elaborate policy

framework which includes a competitive and staldal rexchange rate. But, in addition,

given Brazil's large public debt, Barbosa-Filhooafsoposes that the central bank target a
reduction in the real interest rate, which woulduee the Brazilian debt service burdens and
help increase productive investment. In terms o familiar targets and instruments

framework, Barbosa-Filho proposes that the Brazitantral bank choose exports, inflation

and investment as ultimate targets, and focus erinffation rate, a competitive and stable

real exchange rate and the real interest ratet@snadiate targets.

Barbosa-Filho also elaborates on the monetary ypotiols that can be used to reach these
intermediate and ultimate targets. To maintain $&RER, Barbosa-Filho proposes an
asymmetric managed floating exchange rate regimehich the Brazilian central bank
places a (moving) ceiling on the appreciation & #xchange rate, and, when necessary
implements tight macroeconomic policy to prevergcgpative attacks leading to excessive
depreciations. This is similar to the ideas prodobg Gallardo and Ros in the case of
Mexico.

The central bank should also attempt to lower ## interest rate. In order to achieve these
goals, the central bank can use direct manipulatiotie policy interest rate, bank reserve
requirements and bank capital requirements. (Barsdko, 2005).

India, Vietham and Mexico

In the case of India, Jha also argues againstfetiam targeting regime, and in favor of one
that "errs on the side of undervaluation of thehexge rate" with possible help from
temporary resort to capital controls (Jha, 2006,3@p31.) Jha argues that, to some extent,
such a policy would be a simple continuation ofigges undertaken in India in the past. In
Vietnam, Packard concludes: "...a strict inflatiorg&ting (IT) regime is not appropriate for
Vietnam. IT's rigid rules constrain policymakers dperate in a framework that requires
inflation to take priority over more pressing de@hent objectives..l argue that a stable
and competitive real exchange rate is (a) supaliernative, precisely because it sets as a
target a key macroeconomic relative price that eslistic, sustainable, and growth
enhancing." (Packard, 2005). For Mexico, Galindd &os propose a more fundamental
alternative to inflation targeting. They proposemtning inflation targeting with real
exchange rate targeting (Galindo and Ros, 2006pré\precisely, the central bank would
promote a competitive exchange rate by establishistiding floor to the exchange rate in
order to prevent excessive appreciation (an "asymnéand'...). This would imply
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intervening in the foreign exchange market at timé®n the exchange rate hits the floor
(i.e., an appreciated exchange rate) but allowsettchange rate to float freely otherwise."”
(Galindo and Ros, 2006). They point out that sudtoar would work against excessive
capital inflows by speculators because they wouldvk the central bank will intervene to
stop excessive appreciation. If need be, Galindd Ras also propose temporary capital
controls, as do some of the other authors fronPteR|1/Bilkent project.

Turkey

Brazil is not the only highly indebted country inrqroject sample. Turkey is another case.
Here too, our project authors developed an altemato inflation targeting. Using a
computable general equilibrium model (CGE) for tase of Turkey, Voyvoda and Yeldan
simulated the impact of a shift in policy from adtinflation targeting regime, to one which
had a focus on the competitiveness of the real angd raté? They find that such a shift
generates much more rapid growth and employmermtiore but at the expense of some
worsening of the government debt position, relatovéhe strict inflation targeting and fiscal
surplus regime currently in place (Voyvoda and %eld2006).

More Comprehensive Alternatives to Inflation Tamgt

The Philippines

Other country case studies propose more comprelenmlicy alternatives to simple
inflation-focused monetary policy, including inflan targeting. Joseph Lim proposes a
comprehensive alternative to inflation targeting tloe case of the Philippines. Lim argues
that the Philippine government has been seekirachoeve a record of dramatically higher
economic growth, but that its monetary policy hasrbinadequate to achieving that goal. He
therefore proposes an "alternative" that "cleaititadles much more than just a move from
monetary targeting to inflation targeting”. Limgaes that any viable alternative for the
Philippines must take into account several key tamgs or realities: 1) Easier monetary
policy by itself will not stimulate investment orayvth because it is accompanied by weak
financial confidence and stricter financial reqments on banks. 2) Fiscal policy is highly
constrained because of a large public debt. 3) Higbnomic growth by itself will not
necessarily enhance the quality of the growth 5 ingproving the growth of good jobs with
good wages 4) Volatile external accounts and foregchange rates undermine rapid and
high quality growth.

Lim's proposals include: 1) Maintenance of a stedote competitive real exchange rate
(SCRER), either by pegging the exchange rate ensitely managing it as in South Korea.
2) To help manage the exchange rates, capital reamag techniques, as in China and
Malaysia, are likely to be needed. This shouldudel strong financial supervision to prevent
excessive undertaking of short-term foreign deid, t@x based capital controls on short term
capital flows, as was used, for example in Chile.AB explicit stating of output and

employment goals, as the central bank transitioms fa purely inflation-targeting regime.

Lim argues that these policies can have benefitiphcts on the current Philippine problems
of high fiscal deficits, lack of financial confidem and unemployment. 4) Incomes and anti-
monopoly policies to limit inflation to moderatevids and 5) Targeted credit programs,

14 Another important change was from a primary fiszablus to a more relaxed fiscal stance.
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especially for export oriented and small and medsimed enterprises that can contribute to
productivity growth and employment.

These policy proposals in broad outlines are smtdahose proposed by Epstein (2005) for
the case of South Africa, which, in turn, have bdeweloped in a much broader framework
and in more detail by Pollin, et al. (2006).

The Institutional Structure of the Central Bank

Lurking in the background of these issues is thestjan of the institutional structure of the
central bank and its relationship to the governfeenaicroeconomic policy apparatus. As we
discuss more below, in the Post-World War 1l periotbst central banks werstegrated
into the government's macroeconomic policy apparand monetary policy was made in a
coordinated fashion with fiscal policy (see Epstma Schor, 1990 for an earlier discussion).
In the last twenty years or so, however, the "nieerhl" approach to central banking has
elevated central bank "independence" as a comparfiébet practice” institutional structure
and many countries have adopted this plank of @ liberal platform. Combined with
inflation targeting or other such rules, centrahlbb@gndependence has also meant a relative
lack of coordination between monetary and fiscaicgo

In some of the papers for the PERI/Bilkent altakest to inflation targeting, authors took a
position on the best structure for central bankghair alternative framework: independent,
integrated or independent but with a high degreeoofdination (denoted, "coordinated”, in
what follows).

Table 5 presents a summary of the alternativesgsexpin the PERI/Bilkent project and is
discussed further in what follows.
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IV. Employment Targeting Monetary Policy in SouthAfrica: An Extended
Example

In this section, | describe an employment targe(#ir) policy for the Reserve Bank
of South Africa in the context of an overall empimnt targeting program for the South
African economy developed by economists at PERIther United Nations Development
Program (UNDP). In this section, | will give an ethely brief outline of the overall
Employment Targeting program, to show generally plodicy context within which the
proposed Reserve Bank ET framework would operatewill then focus much more
specifically of the monetary policy component oa BTl framework.

Employment Targeted Macro Policy in South Africa

The specific focus of the UNDP study is the seyeoblem of mass unemployment in South
Africa today. Unemployment in South Africa is vargly measured as being between 34%
and 42%, depending on how it is counted. In thistext, it is striking the South African
central bank(known as the Reserve Bank of Southc#)fr adopted a formal inflation
targeting approach to monetary policy in 2001, emchmitted itself to achieving an inflation
rate between 3 and 6%. With a few exceptions, sthhaithat target range. Significantly, the
Reserve Bank is under no obligation to consider leympent generation as part of its
mandate.

Nonetheless, a focus on employment targeting isistent with the stated goals of the South
African Government more generally. As an illustrati at the Growth and Development
Summit in 2003, President Thabo Mbeki singled onibfe jobs, better jobs, and decent work
for all,” as one of the country’s four key econonuballenges (the other three being
expanding investment, advancing equity, and budincal-level capacityGrowth and
Development Summgummary pamphlet, Department of Labor, p. 3) Mgoectically,
according to Presidential economic advisor Alansthr; the government has committed
itself, as its first economic priority, to reducingemployment in half as of 2014.

In halving unemployment by 2014 the South Africamv&nment faces a significant
challenge. Between 1994 and 2003, the South Afresanomy grew at an average annual
rate slightly below three percent, while averageotaintensity of production fell by an
average of one percent per year. If the South Afrieconomy proceeds along approximately
this growth path for the next decade, it will net fossible for the government to achieve its
goal of reducing unemployment by half by 2013. Makieasonable assumptions about labor
force growth and the proportionate rise of informaisus formal employment, Pollin, et al.
projects that continuing for the next decade atp@r@ent growth rate and a 1 percent annual
decline in labor intensity will produce an officimhemployment rate by 2013 of roughly 34
percent.

For the government to achieve a 50 percent reduatiainemployment by 2013, it would
have to pursue an aggressive employment-targetegtgm, which would have to consist of
two elements: it would have to raise the rate ajnecnic growth and it would have to
increase the over-all labor intensity of outputlliRpet al., (2006) we develop an aggressive
employment targeted macroeconomic framework, whish nonetheless sensitive to
constraints such as inflation, the balance of paymand budget deficits. And even with our
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aggressive policy, the unemployment rate as of 20ddd still likely be in the range of 17
percent.

The study proposes using traditional macroecondoats to try to raise the overall growth
rate of the economy. But these tools will not b#ficent to halve the unemployment rate.
Further measures have to be taken to increase nipboyment intensity of growth. To
increase the employment intensity of growth, thithais propose taking special measures to
target small firms, cooperatives, industries, argtt@s that have high employment
multipliers, directly or indirectly.

In broad outlines, the overall employment targefnagnework includes:

Fiscal and monetary stimulus

Public Credit Allocation and Development Barkin

Capital management techniques

If and when necessary, heterodox mechanisnmglafion control, possibly including
Scandinavian style tri-partite agreements on wagesprices.

5. Other sectoral policiegor example, anti-trust and competition policy torrect
infrastructure bottlenecks preventing more growtti amployment generation.

bR

Central Bank Policy

In this section, | detail a proposé&inployment Targetingpproach for the South African
Reserve BankWhile this ET approach to monetary policy would wiest within a broad
ET framework as outlined above, elements of theraagh could nonetheless be
implemented even on their own.

The Role of Monetary Policy and the Reserve BatikarBroader ET Program

In thinking about the role of monetary policy insttprogram it is important to draw the
distinction betweereconomic policiesand economic institutions(Chang, 2002.) Both of
these are crucial because the role of the Reseam& Bs an institution needs to be broader
than its specific policies. As an institution witlthe policy making apparatus, the Reserve
Bank is very important and powerful. It has a gréeal of resources, both financial and
human. As the house of one of the two main toolsmatroeconomic policy, it has prestige
and influence. Therefore, its institutional conmmeint to and support of a policy is almost as
important as the precise settings of it monetarycypdools narrowly defined. Taking this
distinction into account, the logic of this ET pram implies the following roles for the
Reserve Bank and for monetary policy.

Of course, the specifics of the proposed centraklpolicy proposed below should be seen
as instructive rather than definitive in every det®nly skilled practitioners with very
concrete South African specific experience coulduaty implement a new policy
framework such as the one proposed here.

15 For more details, see Pollin, et al., (2006).

30



Policy Instruments

1.

2.

The Reserve Bank will set its interest rates toies@han overall real growth rate
consistent with the plan which has an employmegetaat its core.

It will try to reach an inflation constraint tha mutually decided upon as part of the
overall program.

It will manage some of the credit allocation progsathat are part of the components
of the policy.

It will manage the capital account as needed totaa the exchange rate levels and
exchange rate stability needed to implement thgraro.

Institutional Commitments

1.

The Reserve Bank will launch a set of researchrarag both within the bank and
outside to improve its understanding of the refegiop between monetary policy
tools and employment growth, both in the formal aridrmal sectors.

The Reserve Bank will work with financial institatis, including development banks,
major commercial banks, as well as smaller findnamstitutions, to develop
instruments and programs to facilitate the allasatiof credit for effective
employment generating activities.

If the rates of economic growth achieved througharexpansionary monetary policy
do not generate as much employment as projectediéiserve Bank is committed to
finding new policies and mechanisms, along with tast of the government, to
achieve these targets.

In short, in the modern, and somewhat annoyingapad of development-speak, the Reserve
Bank has taken on “ownership” of the employmengeating approach, while recognizing its
special obligations to keep inflation and excharage instability in check.

Targets and Instruments and All That

In the terminology of targets and instruments usethe monetary policy literature, in this
framework theultimate target of monetary policy isemployment growth, while the
intermediate targets are: real GDP growth, inflation and exchange rates The
instruments are short term interest rates (the repo rate in the case of current practice in
South Africa),capital management techniquesandcredit allocation policies.

Summary

The major lesson of these case studies and ayxitiaterials is that there are well thought
out and plausibly viable alternatives to inflatitargeting that can focus on important real
sector outcomes such as employment generation, rigoveduction, and investment
enhancement. Table 5 summarizes in schematic fagh® alternatives proposed in the
PERI/Bilkent project. As one can see, there is ageaof practical ideas on how to
incorporate "real variables" such as employmenmwgn and the real exchange rate into
monetary policy making while keeping inflation ihexk. If inflation targeting is resilient as
the "big idea" of modern central bank policy beeausany perceive that there is no
alternative, these case studies can provide adaatby showing that viable alternatives are
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plausible and can be further developed and putprdatice. Indeed, as | argue in the next
section, doing so would be consistent with longrdilag historical practice.

32



Table 5: PERI/BILKENT Alternatives to Inflation Ta rgeting Project -- Summary Table

Country Ultimate Intermediate | Strict Target or Additional Central
Targets Targets Discretion Tools/Instruments Bank:
Independent,
Integrated or
Coordinated?
Argentina | Inflation, SCRER Discretion Sterilization, reserve Coordinated
activity level Interest rate requirements (other
employment prudential
external requirements), capital
sustainability management techniques
Brazil inflation, Inflation rate Asymmetric managed NA
exports, SCRER, real float (moving floor on
investment interest rate exchange rate), bank
reserves, bank capital
requirements, bank
capital requirements
India GDP Growth, Same as Discretion Capital management  Integrated
inflation, slightly ultimate techniques, if necessary
undervalued targets
exchange rate
Mexico Inflation, Domestic Discretion Capital Management NA
SCRER inflation Techniques
measure,
SCRER,
"sliding floor"
on exchange
rate
South Employment, GDP Growth, Strict Credit allocation Integrated
Africa inflation, employment employment | techniques (e.g. asset
exchange rate intensity of target based reserve
instability production (coordinated | requirements, loan
with other guarantees, etc.), capital
institutions), management techniques
looser inflation
constraint
Turkey Inflation; NA Discretion NA NA
SCRER
Philippines Inflation; Discretion Capital management  Integrated
SCRER techniques; prudential
supervision of banks;
targeted credit; incomes
policies;
Vietnam | Growth, SCRER, Discretion Capital management Integrated

Inflation

techniques; prudential
supervision of banks;

targeted credit; incomes

policies

Source see text;
Notes:SCRER: Stable and Competitive Real Exchange Rate
NA: No Answet, i.e., the issue was not directly mdded.
Central Banks: integrated means integrated intoegowental macroeconomic policy making framework;
coordinated means independent but committed t@dosrdination with other macroeconomic policy-nmaki

institutions.
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V. Central Banks as Agents of Economic Development

The real targeting approach to central bank paliegcribed in the previous section
might seem quite alien to those schooled in thieooidx tradition of inflation targeting and
financial liberalization. But, in fact, policiek® those described above historically have been
quite common in both the currently developed amddéveloping countries (Epstein, 2006).
Over the years, central banks have been seen assagfeeconomic development, not just
agents of economic stabilization. And while somesntentral banks have failed quite
spectacularly in this mission, there have beenrotimportant success stories, including
important periods in the U.S., U.K., France, Genmdapan, South Korea and India, to name
just a few examples. In continental Europe, theklmansystem, often directed by the central
bank in conjunction with the ministry of financeglped to mobilize and direct credit for
industrial development (Pollin, 1995; Grabel, 20@)en in the U.S. and U.K. these policies
were used to direct policy to promote social sectarch as housing; in the U.S. and the
U.K., central bank policy and regulations were use@romote the financial sector as well.
(Epstein, 2006.)

As for developing countries, Alice Amsden descrilfes key role that investment banks,

played in the industrialization success storiehasgSouth Korea, Taiwan, Malaysia, Brazil,
Argentina and others, in mobilizing and directirayiags to key industrial sectors, and in

particular, those specializing in exports. (Amsd2001.) In many of these cases, central
banks were a key part of the governmental appartdat played a supporting role by

maintaining low interest rates, maintaining capaahtrols to help stabilize exchange rates at
competitive levels, and sometimes engaging in tieswling for preferred purposes.

In some countries, engaging in these developmentat while using a wide variety of

instruments was widely seen as a key part of tméralebank's mission. After the Second
World War, there was a major transformation of crbanking in the developing world. In

many respects, these changes paralleled those idetreloped world just described. But in
developing countries, central banks were much nerghaticallyagents of economic

developmenthen in many richer countries. As described by verexl monetary historian of

the New York Federal Reserve, Arthur I. Bloomfiedghorted in 1957:

“During the past decade there has been a markditepation and development of
central banking facilities in the underdevelopedrddes of the world, along with an
increasing resort to the use of monetary policgrmasstrument of economic control.
Since 1945, central banks have been newly establidnd pre-existing ones
thoroughly reorganized, in no less than some twéweyunderdeveloped countries.
In other cases the powers of pre-existing centaslkb have been broadened ... in
large part the recent growth of central bankingh@ economically backward areas
has also reflected a desire on the part of the rgovents concerned to be able to
pursue a monetary policy designed to promote e reconomic development and
to mitigate undue swings in national money incoim@oomfield, 1957, p. 190.)

Bloomfield goes on to describe the functions, pawand goals of these central banks.

“Many of the central banks, especially those esthbt since 194@ith the help
of Federal Reserve advise(emphasis added) are characterized by unusuatlg wi
and flexible powers. A large number of instrumenftggeneral and selective credit
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control, some of a novel character, are provided Powers are given to the central
bank to engage in a wide range of credit operatiwitis commercial banks and in
some cases with other financial institutions.....Eheend other powers were
specifically provided in the hope of enabling thenttal banks...to pursue a more
purposive(emphasis added) and effective monetary possilale tiad been possible
for most....that had been set up ...during the tweranesthirties...(that) for the most
part (had) been equipped with... orthodox statuted hmited powers which
permitted little scope for a monetary poliayesigned to promote economic
development and internal stabilifgmphasis added)...Tid., p. 191).

Somewhat surprisingly from the perspective of tésldinancial orthodoxy, the Federal

Reserve Bank of New York helped to establish deuelp country central banks and

encouraged them to have a broad range of monatdrgradit powers, especially in contrast
to the orthodoxy of the 1920’s and ‘30’s. Of coyrsee Federal Reserve continued to be
concerned about the importance of stabilizatiomtrodling excessive credit creation and
maintaining moderate inflation. Still, Bloomfieldided:

“But (the central bank’s) efforts need not, andant should not, stop here. The
majority of central banks in underdeveloped coesthave in actual practice adopted
a variety of measures designed more effectivelyrtanote the over-all development
of their economies. Some of these measures arettadiyioutside the traditional
scope of central banking, but central banking asthcountries should not necessarily
be evaluated in terms of the standards and critgsjaied in the more developed
ones....the central bank can seek to influence the @f bank credit and indeed of
savings in directions more in keeping with develeptends.” Ipid., p. 197.)

Bloomfield describes the same tools of credit malaition described earlier: “..selective
credit controls applied to the banking system, agto help in establishing and supporting
special credit institutions catering to specialipeedit needs, and through influence over the
lending policies of such institutions, it can hedpsome degree to re-channel real resources in
desired directions, both between the public andapei sector and within the private sector
itself.” (ibid., p.198.°

While many central banks in developing countrieppded a developmental mission,

alongside their stabilization objectives, not dlitltem succeeded in balancing the two. By
1971, Andrew Brimmer of the U.S. Federal ReservarBaevisited the issue of central

banking in the developing world, and concluded thahy of these countries had sacrificed
too much stability for the developmental resultsiaced. (Brimmer, 1971.) To be sure, there
are many cases where central banks in the devegloporld failed to prevent balance of

payments crises and excessively high levels o#tiafh, indeed, even hyper-inflation (See
Maxfield, 1997; Fry, 1995 for a discussion of soofi¢hese cases).

Still, there are plenty examples of success stomedsere central banks supported the
governmental developmental goals, while maintairkayg stabilization requirements, often
by using a variety of monetary instruments, inahgdcredit subsidies, capital controls, asset

16 of course, Bloomfield cautions that; “Such measwvesld for the most part be justified, however,yotd
the extent that they do not conflict with the oidirg requirement of financial stability or involthe central
bank in details of a sort that might distract iteeation and energies from the effective implemgotaof a
policy aimed at stability” (ibid; p. 197)
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based reserve requirements, and interest rateg®illoday, of course, these policies would
need to be tailored to modern conditions, as desdrabove. But doing so, far from being a
novel procedure, would in fact be well in the ebshied tradition of central banking in both
the developed and developing world.

Credit Allocation and Economic Development in OEC@untries’

A closer look at the experience of credit allocatlyy some now wealthy OECD countries
might be highly instructive here.

It is well known that following the disasters oktksreat Depression and the Second World
War, governments in the UK, Europe, Japan and &wetJS asserted much greater control
over central banks and the banking industries. iE€Cap al, 1999.) Central banks became,
once again, important institutions for financinglananaging government debts accumulated
during the war; and after the war, central bank® &lecame important tools for rebuilding
and restructuring national economies and providiiog social needs, often under
government’s direction. Central banks utilized aiety of credit allocation techniques to
accomplish these goals, and in most cases, thekridqeies were supported by capital and
exchange controls on international capital movesg&ee, for example, Epstein and Schor,
1992).

The types of controls central banks used, the gbelg were directed to and their degree of
success varied from country to country and timegne@. No matter how successful, virtually

all of these central banks had ended or sevemiydd their use of these controls by the mid
1980’s. Under the neo-liberal play book, thesetrads, despite their long histories and

many successes, were thrown in the dust bin abyist

Developed Country Central Banks as Agents of Dewedémt during the “Golden Age of
Capitalism™?

The great depression of the 1930's and then therfSe@Vorld War was a watershed for
central banks in the industrialized world. Virtyadlll were brought under more government
control and were reoriented to facilitate governmenorities. In the United States, the
Federal Reserve was brought under tighter governowartirol in the late 1930’s and then, at
the start of World War Il was required to help theeasury finance the war effort at
relatively low interest rate's. It remained under Treasury control until 1951, éwén after
that, was subject to significant government pressuto support the market for U.S.
government debt that had been accumulated duriegatdr. In addition, the Humphrey-
Hawkins full employment bill obligated the FedeRéserve to pursue polices to support
high employment while controlling inflation. Theaeof Keynesian policies was at hand.
(Epstein and Schor, 1990).

" This section draws on my paper "Central Bank&gents of Economic Development", WIDER/PERI 2006.

18| have drawn the material for this section maifilym U.S. House of Representatives, (1972), Zysman
(1987), Hodgman (1972), and U.S. Senate (1981)aedPollin, 1995 and Grabel, 2000.

9 Though Paul Samuelson, among others remarkedtidong term interest rate should have been st ev
lower.
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The U.S. government had a myriad of financial togtns, moreover, that supported
national goals, notably housing. (Dymski, et al93.9 The Savings and Loan banks, along
with other government supported financial instdns, for example, supported housing.
During this period, the Federal Reserve policy gaite sensitive to the needs of the housing
market concerns and even tailored its monetarycpdld avoid significantly harming it.
(Maisel, 1973.)

In Europe and England, central banks that had bedgependent before the War found
themselves subject to state control after 1945 igCagt. al., 1999, p 72). During the Warr,
monetary policy was often implemented through dicentrols while interest rates were held
low and constant. Direct controls continued in #ftermath of the war with various credit
allocation techniques. (Capie, et al., 1999, p) 25.

Credit Allocation Techniques

Credit controls are commonly defined as measurewtigh the authorities seek to modify
the pattern and incidence of cost and availabdftgredit from what markets would generate
on their own (Hodgman, 1972, p. 137). Credit cdstseek to influence credit allocation and
interest rate structuredbid.) In Europe credit controls have served a numibgruoposes:
(1) to finance government debt at lower interes¢gd2) to reduce the flow of credit to the
private sector without raising domestic interesesa(3) to influence the allocation of real
resources to priority uses and (4) to block chanoélfinancial intermediation and thus to
assist restrictive general monetary policy andt¢S3trengthen popular acceptance of wage-
price controls by holding down interest income. dgman,ibid.).

European experiences with credit controls varienfrcountry to country. In Germany,
controls were used only briefly after the Secondrid/@ar. In the Netherlands and the
United Kingdom, extensive use was made of them{loey were always seen as temporary
and short-run expedients. In the Netherlands, tredntrols were used to support
macroeconomic policy, rather than credit allocatibnthe United Kingdom, the principle
aim of controls was to facilitate low cost govermindebt. The government was concerned
about the impacts of high interest rates on thalboarket, on income distribution and on the
balance of payments. A more limited aim of the diative ceilings was to guarantee a flow
of short term credit at favorable interest ratekigh priority activities such as ship building
and the finance of exports and productive investiremanufacturing. Credit ceilings were
put into place, and exemptions were sometimes faad®iority sectors (Hodgman, 1972, p.
144). Moreover, the Bank of England identified sestfor which credit should be limited,
such as consumption and the financing of imporisEmgland, as elsewhere, these credit
controls were accompanied by exchange and cajoitdifas.

In these countries, the controls and techniqueg wien seen as transitional and temporary.
On the other hand, France, Italy and Belgium wed#farent story. There, the principle of
controlling credit flows and interest rates to genational interests was widely accepted.
France had, perhaps, among the most extensiveuandssful sets of controls, that were part
of the government’s overall approach to industyalicy. The Bank of France was
nationalized in 1945, and placed under the Nati@rellit Council, the institution in charge
of implementing the financial aspects of the goweent plan. (Hodgman, p. 147; Zysman,
1987.) The broad aim of credit policy in France wasontribute to the modernization of the
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French economy and its ability to compete in indtional markets. To influence the volume
and allocation of credit, the Bank of France usadous methods (see Hodgman, 1972, p.
148 and Zysman, 1987, for descriptions).

Asset based reserve requiremewsre widely used. Banks have been required torebse

minimum reserve requirements with lower rates awilpged assets. A second technique —
ceilings on credit extension — has also been uskd.ceilings were used to reduce credit
expansion without raising interest rates, and ats@llocate credit: priority sectors were

exempted from the ceilings. These included shlertitexport credits, medium-term loans
for construction, and others. These ceilings appieea large range of financial institutions,
and were accompanied, as well, by capital and eghacontrols as an important

concomitant. (Hodgman, 1972. pp. 148-149; Zysm887]) A third tool was the scrutiny of

individual credits made by banks. This allowed Benk of France to approve loans for
privileged purposes. Another approach to affecthigallocation of credit involved the use
of rediscounting of bills for priority purposesigib p. 151)%°

Zysman (1987) has emphasized the role of theset @kakation techniques in helping to

revive the French economy and help it adjust tocstiral challenges in the post war period.
This role has been facilitated by the existenc&riance of a bank based financial system,
unlike the capital market based systems in the Bn8.U.K., which, according to Zysman,

make such credit allocation mechanisms more diffimiimplement (see also Pollin, 1995

and Grabel, 2000). Italy and Belgium also usedlainmolicies. In the case of Italy, a major

goal was to help develop the southern part of thentry. (U.S. House of Representatives,
1972, p. 11))

Oddly enough, there has not been a comprehensitistisial analysis of the effectiveness of
these controls over a range of industrial countfié® studies that have been done report that
the controls were effective (ibid; p. 145). More&dly, the general consensus of analyses of
these experiences is that they are most succesgséunl the controls apply to a broad swath of
the financial sector in order to avoid arbitrage amoidance, when they are accompanied by
capital and exchange controls, to avoid capitghtli and when they are part of a coherent
plan of economic promotion and development (Zysm&B,7; Hodgman, 1972; U.S. Senate,
1972; U.S. House of Representatives, 1981). Thesee slessons apply to developing
countries as well.

The Neo-liberal Order

To be sure, not all of these efforts were succés¥kt most accounts suggest that some, if
not many of them were useful in reaching importaatial goals including rebuilding
industry, supporting housing and financing the baeg of government debt acquired during

20 Analysis by Lester Thurow and the U.S. House Bagkiommittee in the early 1970’s identified threeirma
techniques for protecting or promoting priority wes: (1) asset based reserve requirements (2)rigosant
borrowing in the capital market and re-lending tefprred sectors and (3) competition by governnfiaahcial
institutions for primary saving flows and lendingptured flows to preferred sectors (for exampleugh the
government postal savings system). In the casemeld8n, asset based reserve requirements were asédl t
the housing market. (ibid.) In Japan, governmemtings institutions were used to capture perseaaings
flows and these were channeled by the finance myn{sf which the Bank of Japan is a part) to irtdes that
were perceived to most preserve economic growtrd.(p. 13.)
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the war while avoiding massive shifts in wealth &ot/rentiers. Still, by the 1990’s many if
not most of these programs had been swept awayinthease in inflation, elimination of
exchange and capital controls, and the break dofvthe® Bretton Woods system all
contributed to the dramatic changes in financiatkeis and policies. Still, rather than seeing
this evolution to liberalized financial markets acehtral banking policy as a conjunctural
change, economists and policy makers have ideshtifie current confluence of policies and
structures as somehow “modern”, even optimal, #metefore worthy of emulation
throughout the globe.

VI. Conclusion

In this paper,| have argued that the current day orthodoxy oftreérbanking --
namely, that the top priority goal for central bamg to keep inflation in the low single digits
— is, in general, neither optimal nor desirableisTbrthodoxy is based on several false
premises: first, that moderate rates of inflaticaven high costs; second, that in this low
inflation environment, economies will naturally fiem best, and in particular, will generate
high levels of economic growth and employment geti@n; and third, that there are no
viable alternatives to this "inflation-focused" nedary policy. In fact, moderate rates of
inflation have very low or no costs; countries wheentral banks have adopted formal or
informal inflation targeting have not performed tbetin terms of economic growth or
employment generation and even the impacts of thregenes on inflation itself is a matter
of dispute. And there are viable alternatives ftation targeting, historically, presently, and
looking forward. Historically, countries both inethcurrently developed and developing
worlds had central banks with multiple goals amalgpand pursued broad developmental as
well as stabilization goals. Currently, very susfeseconomies such as Argentina, China
and India have central banks that are using a bao@ay of tools to manage their economies
for developmental purposes. And looking forwarde BERI/Bilkent project on alternatives
to inflation targeting and PERI's UNDP work on Soutfrica have developed an array of
"real targeting" approaches to central banking wwhie believe are viable alternatives to
inflation targeting and, in particular, do a beftdy than does inflation targeting of balancing
the developmental and stabilization functions ofta banks.

| have also argued thatflation-focused monetary policy has an insidiampact on central
banks and, indeed, on the whole macroeconomicypapparatus. It creates in central banks
a culture of single-minded inflation focus, or even inflatioobsession. Hundreds of
thousands and even millions of dollars are spenstadying every aspect of inflation and
few aspects of unemployment; thousands of hourtheftime of highly scarce, skilled
economists are spent pouring over complex modedggaed to show how to get inflation
down from 8% to 4%, but not how to create a sinigigh paying job; and if other
government officials or those in civil society asle central bank to do something about
employment creation, the central banks can resgtimal's not our job".

In short, more than anything else, the cost ofiidh-focused monetary regimes is to divert
the attention of the some of the most highly trdiaad skilled economists and policy makers
in developing countries away from the tasks thatjmus generations of central bankers took
for granted as being their main job: to help tregiuntries develop, to create jobs, and to
foster socially productive economic growth. It isi¢ to return to an earlier generation of
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central banking where central banks were seene#sgf economic development, including
as agents of employment creation. But, it is alwesgcial to keep in mind this modern
lesson: central banks must balance their develofaheyoals with the crucial task of
macroeconomic stabilization. Otherwise both stahilon and development will be lost.
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