Economic and Labour Market Papers

Central banks, inflation targeting and
employment creation

Gerald Epstein

2007 / 2

Employment Analysis and Research Unit
Economic and Labour Market Analysis Department

Copyright © International Labour Organization 2007

Publications of the International Labour Office enjoy copyright under Protocol 2 of the Universal Copyright
Convention. Nevertheless, short excerpts from them may be reproduced without authorization, on condition that
the source is indicated. For rights of reproduction or translation, application should be made to ILO Publications
(Rights and Permissions), International Labour Office, CH-1211 Geneva 22, Switzerland, or by email:
pubdroit@ilo.org. The International Labour Office welcomes such applications.
Libraries, institutions and other users registered in the United Kingdom with the Copyright Licensing Agency,
90 Tottenham Court Road, London W1T 4LP [Fax: (+44) (0)20 7631 5500; email: cla@cla.co.uk], in the
United States with the Copyright Clearance Center, 222 Rosewood Drive, Danvers, MA 01923 [Fax: (+1) (978)
750 4470; email: info@copyright.com] or in other countries with associated Reproduction Rights
Organizations, may make photocopies in accordance with the licences issued to them for this purpose.

ISBN 978-92-2-120072-7 (print)
ISBN 978-92-2-120073-4 (web pdf)
First published 2007

The designations employed in ILO publications, which are in conformity with United Nations practice, and the
presentation of material therein do not imply the expression of any opinion whatsoever on the part of the
International Labour Office concerning the legal status of any country, area or territory or of its authorities, or
concerning the delimitation of its frontiers.
The responsibility for opinions expressed in signed articles, studies and other contributions rests solely with
their authors, and publication does not constitute an endorsement by the International Labour Office of the
opinions expressed in them.
Reference to names of firms and commercial products and processes does not imply their endorsement by the
International Labour Office, and any failure to mention a particular firm, commercial product or process is not a
sign of disapproval.
ILO publications can be obtained through major booksellers or ILO local offices in many countries, or direct
from ILO Publications, International Labour Office, CH-1211 Geneva 22, Switzerland. Catalogues or lists of
new publications are available free of charge from the above address, or by email: pubvente@ilo.org
Visit our website: www.ilo.org/publns

Printed by the International Labour Office, Geneva, Switzerland

ii

Preface
Despite alarming levels of unemployment and underemployment in the developing
world, many central banks no longer consider employment creation as part of their mandate.
Rather, monetary policy is limited to restraining inflation to the low single digits. This more
limited policy reflects the growth of “inflation targeting,” a monetary strategy first used by
New Zealand in 1990, which entails having the central bank pre-announce a rate of inflation
to be met for the year and centring policy on achieving this goal. The IMF encourages
countries to adopt inflation targeting by providing technical assistance, and in some
instances, by making the adoption of inflation targeting a condition for borrowing.
Yet limiting monetary policy solely to price stabilization cannot guarantee that
economic growth will improve since low inflation does not necessarily lead to high and
stable economic growth. Furthermore, a high rate of economic growth does not necessarily
lead to a high rate of employment growth. For this reason, the UN World Summit in 2005
and the ECOSOC Ministerial Declaration of 2006 stressed the need to place productive
employment and decent work into economic policy making, recognizing that employment
can no longer be considered a derivative of economic policies.
The purpose of this present study is to improve knowledge on how best to place
employment at the centre of economic and social policies, as mandated in by the Ministerial
Declaration as well as the 2006 “Vision” document on Employment Strategies for Decent
Work. This study argues that monetary policy should be expanded to consider employment
creation along with inflation control, in those countries where unemployment and
underemployment are a cause of concern. The author discusses a range of policy options that
can be used to pursue this goal including credit allocation policies, supporting development
banks and devising regulations in support of development lending. Central banks were
important agents of economic development in the 1950s, 1960s and 1970s, in both developed
and developing countries, and we can learn from that experience.

Riswanul Islam
Director
Economic and Labour Market Department
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I. Introduction
In a recent IMF World Economic Outlook, the authors announce a truism about
current day Central Bank policy: "It is now widely accepted the primary role of monetary
policy is to maintain price stability". (IMF, 2005b, chapter 4) Indeed, they were being too
modest. For inflation targeting central banks, virtually the only role of monetary policy is to
maintain price stability, and not just at any level, but in the low single digits. Thus, it is
ironic that employment creation has dropped off the agenda of most central banks just as the
problems of global unemployment, underemployment and poverty are taking center stage as
critical world issues (Heintz, 2006a). The ILO estimates that in 2006, approximately 195.2
million people were jobless, the highest level ever recorded (ILO, 2007). The employment to
population ratio—a measure of unemployment—has fallen in the last decade, from 62.6% to
61.4 per cent in 2006 (ILO, 2007). And as the quantity of jobs relative to need has fallen,
there is also a significant global problem with respect to the quality of jobs. The ILO
estimates that 17.6% of the developing world's workers earn less than $1 a day and 1.37
billion in 2006. (or 47.4% of the developing world's workers) earn less than $2 a day (ILO,
2007). To reach the Millennium Development Goal of halving the share of working poor by
2015, sustained, robust economic growth will be required. The ILO estimates that on
average, real GDP growth has to be maintained at 4.7% per year to reduce the share of
$1/day poverty by half by 2015, and significantly more than that to reduce the share of $2 a
day poverty by half. According to the ILO: "…of the seven regions under consideration in
this paper, only the three Asian Regions and the Middle East and North Africa region appear
on track to meet the $1 target, and East Asia is the only region on track to reduce $2 working
poverty by half. (Kapsos, 2004, p.v.; Heintz, 2006a.) In addition, IMF economists estimate
that economic growth needs to be sustained at 7% per year or more to reach the millennium
development goal of reducing poverty by half by 2015 (IMF, 2005a, p. 8).
Yet, as the quote from the IMF above suggests, for the past decade or more, the so-called
"global best practice" approach to central banking has not focused on economic growth or
employment generation; instead, it pursues formal or informal "inflation-targeting" (IT), in
which keeping a low rate of inflation has been proposed as the dominant and often exclusive
target of monetary policy. In this inflation-focused monetary policy, other important goals,
such as rapid economic growth and employment creation, are seen as inappropriate direct
targets of central bank policy; rather they are viewed as hoped for – even presumed – byproducts of an inflation focused approach to monetary policy. (IMF, 2006). Thus, according
to this orthodox approach to monetary policy, the focus of policy is on "stabilization", rather
than "growth" or "development", with an implicit assumption that once "stabilization" is
achieved, economic growth, employment creation, and poverty reduction will follow.1
After several decades of experience with this inflation-focused approach, the policy record
has been disappointing. To be sure, in a number of countries, inflation has come down. Yet,
it is questionable to what extent the drop in inflation is due to changes in domestic monetary
policy, rather than the overall global fall in inflation. (Ball and Sheridan, 2003; Roger and
Stone, 2005). But even if domestic monetary policy has reduced inflation, the hoped for
gains in employment have generally NOT materialized; and, for many countries following
this orthodox approach, economic growth has not significantly increased. The key point,
1
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then, is this: despite what the orthodox approach maintains, employment generation and
economic growth, are NOT automatic by-products of "stabilization-focused" central bank
policy. Indeed, this approach can be shown in many cases to have undermined robust
employment generation. Central bankers, who have confined their attention to reducing
inflation can "crow" about their success, but the unemployment and poverty that surround
them are testament to a rather different verdict.
Worse still, despite a disappointing record, this almost single minded focus on inflation is
gaining a more secure foothold in monetary policy circles and the circles are widening to
include an increasing number of developing countries. According to a recent report by the
International Monetary Fund (IMF, 2006), an increasing number of central banks in
emerging markets are planning to adopt inflation targeting as their operating framework. (See
Table 1) An IMF staff survey of 88 non-industrial countries found that more than half
expressed a desire to move to explicit or implicit quantitative inflation targets (IMF, 2006).
More relevant to our concerns, nearly three-quarters of these countries expressed an interest
in moving to "full-fledged" inflation targeting by 2010. (Ibid., p. 8). To support and
encourage this movement, the IMF is providing technical assistance (TA) to many of these
countries and is willing to provide more (Table 1, and further discussion below). Thus,
despite little evidence concerning the success of inflation targeting in its promotion of
economic growth, employment creation and poverty reduction, and mixed evidence at best
that it actually reduces inflation itself, a substantial momentum is building in poor countries
for full fledged inflation targeting. Promotion efforts by the IMF and western trained
economists are at least partly responsible for this increasing popularity.
.
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Table 1: Inflation Targeting Countries, Current and Potential
When Adopted

Current Inflation Target
% per annum

Current Targeters (in order of
adoption)
Emerging Markets
Israel
Czech Republic
Poland
Brazil
Chile
Colombia
South Africa
Thailand
Korea
Mexico

1997
1998
1998
1999
1999
1999
2000
2000
2001
2001

1-3
3 (+/- 1)
2.5 (+/- 1)
4.5 (+/- 2)
2-4
5 (+/- .5)
3-6
0 – 3.5
2.5-3.5
3 (+/-1)

Hungary
Peru
Philippines
Slovak Rep.
Indonesia
Romania

2001
2002
2002
2005
2005
2005

3.5 (+/-1)
2.5 (+/-1)
5-6
3.5 (+/- 1)
5.5 (+/- 1)
8.8

Industrial Countries
New Zealand
Canada
United Kingdom
Sweden
Australia
Iceland
Norway

1990
1991
1992
1993
1993
2001
2001

1-3
1-3
2
2 (+/- 1)
2-3
2.5
2.5

Country

Candidates for Inflation Targeting
Costa Rica, Egypt, Turkey, Ukraine
(4)
Albania, Armenia, Botswana
Dominican Republic, Guatemala,
Mauritius, Uganda (8)
Angola, Azerbaijan, Georgia, Guinea
Morocco, Pakistan, Paraguay (6)
Belarus, China, Kenya, Kyrgyz
Republic, Moldova, Serbia, Sri
Lanka, Vietnam, Zambia (9)
Bolivia, Honduras, Nigeria, Papua
New Guinea, Sudan, Tunisia,
Uruguay, Venezuela (8)

Near Term, 1-2
years
Medium Term,
3-5 years

Technical Assistance
Being Requested From
and given by the IMF

YES
YES

Medium Term,
3-5 years
Long term: more
than 5 years

NO
YES
NO

Source: IMF, 2006, "Inflation Targeting and the IMF", Tables 1 and 2.
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While it might seem obvious that inflation-focused central bank policy represents the
only proper role for central banks, in fact, looking at history casts serious doubt on this claim.
Far from being the historical norm, this focus by central banks on stabilization to the
exclusion of development represents a sharp break from historical practice, not just in the
developing world but also in the now developed countries as well (Epstein, 2006). In the
post-Second World War period, development was seen as a crucial part of the central bank's
tasks. Whereas now, by contrast, development has dropped off the "to do" list of central
banks in most developing countries.
The theme of this paper is that there should be a return to the historical norm of
central bank policy: in particular, employment creation or other developmentally valuable
objectives should join inflation and stabilization more generally as key goals of central bank
policy. This paper outlines why a shift away from inflation targeting, and a move back
toward a more balanced approach is both feasible and desirable. Of course, the paper does
NOT argue that stabilization, including a moderate inflation rate, is unimportant. Indeed,
historically, some central banks went much too far in downplaying the stabilization role,
sometimes with disastrous consequences. But the response should NOT be to go to the other
extreme and ignore the developmental role entirely. As I try to show in this paper, balancing
between the stabilization and developmental roles is a superior approach. In particular, for
many countries, employment creation is a desirable goal of monetary policy.
Of course, central banks need not, and indeed, cannot be the only institution having
an employment generation role. But, in most developing countries, central banks need to
cooperate with other institutions by doing much more than simply keeping inflation rates in
the low single digits. To bring this about, many institutions will have to play a supporting
role. Among them is the IMF, which by modifying its conditionality and monitoring
programs is enshrining inflation control as a dominant policy. The IMF should change its
advice to a more balanced position between inflation control on the one hand and
employment generation and poverty reduction, on the other.
The rest of the paper is organized as follows. In the next section, we briefly survey
the current structure and impacts of inflation focused monetary policy, including a discussion
of inflation targeting. Section III discusses alternatives to inflation focused central bank
policy, summarizing the results of a multi-country research project focused on designing
more balanced alternatives to inflation targeting.2This section shows that there are viable,
socially productive alternatives to inflation targeting, including those that focus on
employment generation, and makes the case that these alternatives should be further
developed. Section IV elaborates on a case study of inflation targeting and their alternatives
in South Africa. Section V discusses the historical practice of central banking in developed
and developing countries, and, in particular, its developmental role. Section VI concludes.3

2

This project was co-directed by the author on behalf of the Political Economy Research Institute (PERI) of the
University of Massachusetts, Amherst and by Erinc Yeldan, from Bilkent University in Ankara, Turkey.
3
This paper draws liberally on some of my earlier work, including Epstein 2000, 2006, 2007; Epstein, Grabel
and Jomo, 2006; and Pollin, et al. 2006.
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II. Structure, Promise and Impacts of Inflation Focused Monetary Policy
According to its advocates, "full fledged" inflation targeting consists of five
components: absence of other nominal anchors, such as fixed exchange rates or targeted
nominal GDP; an institutional commitment to price stability; absence of fiscal dominance, in
other words, debt levels which are not too high or financed by the central bank; policy
(instrument) independence; and policy transparency and accountability. (Mishkin and
Schmidt-Hebbel, 2001, p. 3; Bernanke, et. al. 1999). In practice, while few central banks
reach the "ideal" of being "full fledged" inflation targeters, many others still focus on fighting
inflation to the virtual exclusion of other goals. This is sometimes, called "inflation targeting
lite". The overriding announced goal of inflation targeting central banks is typically “price
stability”, and is not just price stability at ANY level. It is usually defined to be an inflation
rate in the low single digits. (Ibid., p. 99). In addition, inflation targeting is usually associated
with changes in the law that enhance the independence of the central bank (Ibid., p. 102;
Mishkin and Scmidt-Hebbel, 2001, p. 8).
The major claims made by advocates of inflation targeting is that it will4:
•
•
•
•

Reduce the rate of inflation
Enhance the credibility of monetary policy
Reduce the sacrifice ratio associated with contractionary monetary policy
Help to attract foreign investment

The evidence on these claims is mainly in the negative, and we briefly discuss each one in
turn.
Does Inflation Targeting Reduce the Rate of Inflation?
It is true that countries that adopt inflation targeting often achieve lower inflation rates. But
there is strong evidence that this decline in inflation might not be due to inflation targeting
itself, but rather to the general declines in world-wide inflation or to a simple reversion to a
more normal inflation rate (Ball and Sheridan, 2003) Since the publication of Ball and
Sheridan's piece – which was a major challenge to the claims made by advocates of inflation
targeting, the supporters of IT have attempted to study further the evidence on the impact of
inflation targeting on inflation and other variables. Part of the difficulty in this field, to which
I will return below, is that the time periods are rather short and the number of country cases
is small. Morover, common global trends are often dominant. In any case, along the lines of
IMF rebuttal, the IMF, in its 2005 World Economic Outlook compare emerging market
inflation targeters with a "control group" and find only small differences, perhaps 3.5% point
inflation rates, on average between inflation targeters and the non-targeter control group.
(IMF, 2005b, Chapter 4). While the IMF authors of the report imply that this is a large
difference, they make no attempt to justify why a 3.5% point inflation rate would contribute
substantially to economic welfare. As we discuss further below, it is unlikely that a reduction
of 3.5% points in inflation rates will significantly improve economic performance, and,
indeed, if inflation were already extremely low to begin with, it could harm performance.
4
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Does Inflation Targeting Improve Credibility and Reduce the Sacrifice Ratio?
Advocates of inflation targeting claim that inflation targeting (along with other institutional
changes in the central bank, such as central bank independence) will convince financial
markets, workers, and firms that the central bank is committed to low inflation and that this
will enhance the "credibility" of the central bank. In standard, neo-classical macroeconomic
theory, credibility means that investors and price setters will believe that the central bank will
put "its money where its mouth is" and, as result, investors' expectations of future variables,
such as inflation, interest rates and exchange rates, will conform to the central banks
forecasts. In such a world, according to the theory, the central bank can reduce future
inflation rates without having to impose significant costs on the real economy by raising real
interest rates, thereby slowing down economic growth. If the central bank credibly commits
to reducing inflation, then price setters (firms and workers) will simply believe them and
build those lower inflation expectations into their pricing behaviors. This will become a self
fulfilling central bank statement. Hence, enhanced central bank "credibility" will lead to
lower inflation at a lower cost in terms of slower economic growth, higher unemployment,
and higher real interest rates.
What does the evidence show? A line of empirical research on credibility effects has
consequently focused on the behavior of inflationary expectations and employment costs of
anti-inflationary policy under an inflation-targeting monetary regime. Laubach (1997)
examines surveys and long-term nominal interest rates and finds no evidence that the
introduction of inflation targets affects expectations of inflation. In most cases inflationary
expectations have come down only as a result of a consistent and successful past record of
maintaining low inflation demonstrated by central banks. Mishkin (1999) cites the empirical
studies by Almeida (1998) and Bernanke et al.(1999) as demonstrating that after the
adoption of an inflation-targeting monetary regime, inflation expectations do not come down
immediately. There is also no reduction in the output loss associated with anti-inflationary
policy in countries with inflation targeting. On the basis of the empirical work on the
consequences of inflation targeting in Australia, New Zealand and Canada by Blinder (1998)
and Debelle (1996), Blinder states, “nor does the recent experience of OECD countries
suggest that central banks that posted inflation targets were able to disinflate at lower cost
than central banks without such targets.”(Blinder, 1998:63) Similar results are obtained in
Posen (1995) who found little evidence that inflation targeting has significantly reduced the
employment costs of reducing inflation. The most thorough presentation of evidence on the
impact of inflation targeting comes from advocates of the approach: Bernanke, et al., 1999.
Aspects of their empirical evidence are not particularly favorable toward their approach.
Inflation targeting is no panacea ... it does not enable countries to wring
inflation out of their economies without incurring costs in lost output and
employment; nor is credibility for the central bank achieved immediately on
adoption of an inflation target. Indeed, evidence suggests that the only way for
central banks to earn credibility is he hard way: by demonstrating that they have
the means and the will to reduce inflation and to keep it low for a period of
time. (Bernanke, et al., 1999, p. 308.) Moreover, overall...we must admit that
the economic performance of the non-targeters over the period considered is not
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appreciably different from that of the inflation targeters…While in all the
inflation-targeting countries, inflation remains unexpectedly low as GDP growth
returns to its predicted path, the same is true for (non-targeters) Australia and
the United States. (Ibid. p. 283) In short, inflation targets are not a necessary
condition for sustaining low inflation...(and)...even for countries with a long
record of credible targeting, reducing inflation comes 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 targeting can provide a very
useful framework for policy. On the basis of all this evidence, however, it is difficult to see
where this support derives from. Typically, central banks that reduce inflation do so the oldfashioned way: by raising interest rates, causing recessions or slow growth, and by
generating unemployment.
Some recent work has been more supportive of the credibility and sacrifice ratio claims of
inflation targeting advocates. For example, Clifton, et. al., 2001 report some findings that
inflation targeting might have improved the inflation unemployment trade-off in OECD
countries, but they do not look at emerging market countries. Other studies suggest that
inflation targeting might allow for lower long-term real interest rates by generating lower
inflation expectations. (Also see IMF, 2005b). This could enhance the environment for
investment, but if tight monetary policy does so at the expense of expected growth in
aggregate demand, then the overall impact on investment might not be positive.
Does Inflation Targeting Attract More Foreign Direct Investment (FDI)?
Many developing countries, correctly or not, have made a priority of trying to attract foreign
direct investment (FDI). Advocates of neo-liberal macroeconomic policy, influencing
inflation targeting, have suggested that these policies help countries attract FDI. So the
question arises: has inflation targeting helped developing countries attract FDI? There have
been no direct studies of this question. However, work by Epstein (2000) shows that, if
inflation is kept at 20% or below, there is no correlation between inflation and foreign direct
investment inflows. Hence, on the basis of the limited existing evidence, it seems unlikely
that inflation targeting improves a country's ability to attract FDI.
What is the Impact of Inflation Targeting on Economic Growth and Employment
Generation?
Most studies have failed to look at the impact of IT on economic growth or employment
generation. This is not surprising given the neo-liberal view that that the key role for
monetary policy is to keep inflation in the low single digits, and the faith that, if they do,
growth will take care of itself. A recent study by IMF economists, using a complex
econometric model and policy simulations, report findings that inflation targeting economies
experience reductions in the volatility in inflation, without experiencing increased volatility
in real variables such as real GDP. According to these estimates, inflation targeting central
banks do enhance economic "stability" relative to other monetary rules, such as pegged
exchange rates and monetary rules (IMF, 2006). While intriguing, these results are only as
strong as the simulation model on which they are based, only as relevant as the questions
they pose, and only as broad as the alternatives they explore. On all these scores, these IMF
7

results are problematic. First, they do not simulate the impact of inflation targeting relative to
other possible policy regimes, such as the real targeting regime discussed below. Second, the
model is based on estimates of potential output that are themselves affected by monetary
policy (Tobin, 1980, Michl, 2007). Hence, if monetary policy slows economic growth, it also
lowers the rate of growth of potential output and, therefore reduces the gap between the two,
thereby appearing to stabilize the economy. But in fact, it does so at the expense of slowing
growth or even generating stagnation. This highlights the third key point: even if it could be
shown that inflation targeting does a good job at stabilization, it is crucial to remember that
the stabilization role of monetary policy is only one of the tasks facing central banks; the
other task is to contribute directly to economic growth, employment creation and poverty
reduction, and the IMF study fails to look at the impact of inflation targeting on the rate of
growth of employment, or on the quality of employment. Yet, these are the issues at stake
here.
To the extent that economists have looked at GDP growth, they have assessed the volatility
of growth, rather than its level. However, if one does look at the data on economic growth, it
appears that inflation targeting in developing countries does not have a positive impact on
growth. When IMF economists compared developing country inflation targeters with a
comparison groups, (interestingly, they left China out of the comparison group), one finds
that the rate of economic growth for inflation targeters is no greater than the developing
country comparison group (IMF, 2005b, Ch. 4), and by some measures, it is lower.
Including China and some of the other rapidly growing Asian countries, many of who do
NOT target inflation, would presumably make this comparison even starker.
Summary
Inflation targeting, even if it does have a modest impact on reducing inflation and inflation
expectations, does not seem to be associated with improved real performance of inflation
targeting economies. Moreover, as we discuss further below, there may be some significant
costs to these policies, including an over-valued exchange rate, excessive costs on subsectors of the population such as the poor and women, and slower employment growth
overall.
Asymmetries and Misses in Inflation Targeting Regimes
Experiences with inflation targeting present another odd feature: inflation targets are
often missed, and they are often missed by a great deal. Moreover, inflation rates are just as
likely to be too low as too high, and some times more so (See table 2). In other words,
monetary policy is often more likely to be too tight than too loose. Yet, despite often missing
the targets, countries who have adopted inflation targeting do not give it up. This presents
several asymmetries which are possibly costly for employment and growth. If under inflation
targeting inflation is often too low, that means that, central banks may be keeping monetary
policy too tight, with possible negative implications for employment and growth. Second,
why do countries continue to adopt inflation targeting even though the targets are often
missed? With a stunningly Panglossian faith, IMF economists surmise: "These misses do not
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seem to reflect "bad" monetary policy; otherwise, the regime would surely have been
abandoned or substantially modified" (Roger and Stone, p. 37). 5
Another more likely interpretation is that once countries adopt inflation targeting, they are
locked into it. They feel they cannot abandon it for fear that abandoning inflation targeting
will send the "wrong" signal to investors and could prove costly in terms of "investor
confidence" leading, perhaps to exchange rate instability and capital flight. If this "fear of
inflating" is true, then countries maintain the inflation targeting framework, even if they often
miss the targets.
Some might argue that this means an inflation targeting regime is a "paper tiger", and that it
therefore cannot have significant effects for good or ill. But I believe this is a mistaken
interpretation. For one thing, as just mentioned, inflation targeters are just as likely if not
more likely to have a monetary policy that is too tight in the sense that inflation is too low.
But second, as long as central banks have an inflation targeting framework, they can argue
that they do not need to worry about other objectives except insofar as they affect inflation.
But of course, this absolves central banks entirely of their developmental obligations, and
eliminates a key tool of macroeconomic policy from the developmental arsenal that attempts
to expand good jobs, among other goals. Inflation targeting 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)
All Countries
Stable Inflation Targets
Disinflation Targets
Industrial Countries
Emerging Market
Countries

Total
43.5
32.2
59.7
34.8

Below
24.2
21.7
27.7
22.5

Above
19.3
10.6
10.6
12.3

52.2

25.9

26.2

These outcomes are measured relative to the edges of target ranges.
Source: Roger and Stone (2005), Table 7, p. 22.

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

5
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Some IMF economists and others have argued more recently that these results are
misleading. They claim that there are non-linearities, such as threshold effects, that imply
that inflation begins to harm economic growth at much lower levels than claimed by Bruno
and others. (Ghosh and Phillips, 1998; Kahn and Senhadji, 2001; Burdekin, et al., 2004).
Some of these find that inflation begins to harm growth in developing countries at rates as
low as 3 percent. However, an even more recent paper by Pollin and Zhu find that, taking
into account non-linear impacts of inflation on economic growth, inflation and economic
growth are ocassionaly positively related, especially when the cause of inflation is demand
expansion. (Pollin and Zhu, 2006). More generally, they find that for developing countries,
inflation below about 15 % is not harmful for economic growth, and can, indeed be
beneficial. (Pollin and Zhu, 2006, p. 606.) Hence, they conclude, there is little justification, at
least on growth grounds, to focus monetary policy on bringing inflation down to the low
single digits, especially if such policy has economic costs.
Apart from growth effects, however, many economists have argued that inflation harms the
poor more than the rich. Hence, on distributional grounds, inflation reduction into the low
single digits should be a priority. While more research is necessary to fully investigate this
claim, important recent work by Jayadev calls this conventional wisdom into question
(Jayadev 2006a,b). Jayadev looks at survey data on people's preferences about inflation
versus unemployment. Whereas previous researchers had asked if people disliked inflation,
Jayadev investigated the more appropriate question: which is a bigger problem: inflation or
unemployment? This question better reflects the idea that there is a trade-off between the
two, at least in the short to medium term. When people are asked this trade-off question,
interesting and highly relevant results emerge. Jayadev finds that those in the lowest quintile
of the income distribution are more likely to perceive unemployment as a more serious
problem than inflation. Those in the top quintile are more likely to have the opposite view
(Jayadev, 2006a) In a later paper, Jayadev finds similar results when he divides the sample
by classes rather than by income groups. He finds that workers, and in particular, low skilled
workers on average find unemployment a more serious problem than inflation. (Jayadev,
2006b)
Of course, all agree that very high levels of inflation can have every serious impacts on
growth and possibly the distribution of income.6 But there appears to be very little
justification for monetary policy oriented toward keeping inflation in the low single digits,
especially when employment and poverty are significant problems.
Gender and Inflation Focused Monetary Policy
While moderate levels of inflation appear to have no significant costs, using central bank
policy to fight these levels of inflation does have costs, and some evidence suggests that
these costs are felt more by some groups than others. In particular, as shown by Braunstein
and Heintz (2006), dis-inflationary monetary policy in developing countries, like that
6

Of course, what is meant by "very high" is a matter of continuing dispute and subject of research. The original
Bruno results suggested that up to 40%, inflation has no discernable negative effects. Pollin and Zhu found the
number closer to 15%. Of course, these are average numbers, and as these authors state, it matters what is
causing the inflation: is it supply side shocks, in which case it is very difficult to dis-intangle the impacts of
supply reductions from the inflation itself, or is the higher inflation due to demand expansion, in which case the
impacts appear to be more benign.
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undertaken in connection with inflation-focused monetary policy regimes, has a
disproportionately negative employment effect on women, relative to men. Their excellent
work is highly suggestive that there may be important gender effects of monetary policy,
suggesting that this issue needs much more research than it is currently receiving.
Their empirical exercise explores the effects of inflation reduction on women’s and men’s
formal employment. They compiled data for 51 “inflation reduction episodes” in 17 low- and
middle-income countries.7 To assess the employment effects of inflation reduction periods,
they looked at actual employment trends during each inflation reduction episode,
disaggregated by gender, and compared these to long-run employment trends. They also
examine indicators that suggest how monetary policy responded during inflation reduction
episodes using a similar approach.
In looking at the impacts of disinflation on employment, they distinguished periods when
both inflation rates and employment fell, relative to long run trends, from those periods when
inflation rates fell but employment expanded. They use the term “contractionary inflation
reduction episode” to refer to the inflation reduction periods when employment contracted
and “expansionary inflation reduction episode” to those when employment expanded.
Their main findings are as follows:
•

•

•

•

If employment contracts during an inflation reduction episode, it is likely that women
will experience a larger loss of employment, in percentage terms, than men. In the
majority of cases, contractionary inflation reduction has a disproportionately negative
impact on women. However, during inflation reduction episodes in which employment
expands, the gender-specific impact is ambiguous.
When central banks respond to inflationary pressures by raising real interest rates above
the long-run trend they are more likely to experience a slow-down in the growth of
employment relative to those countries that keep interest rates in line with or below the
long-run trend, with concomitantly higher losses for relative female employment.
However, countries with negative real interest rates do not appear to be able to increase
employment growth by lowering real interest rates still further.
They find that real exchange rates (RERs) seem to impact the gender bias of
contractionary inflation reduction episodes. In all cases where women experienced
relative employment gains during employment contractions, exchange rates either
depreciated or showed no deviation relative to long-run trends.
Tightening the real money supply also seems to be negatively associated with
employment in general and women’s employment in particular.

These results suggest that contractionary monetary policy aimed at reducing inflation often
has a disproportionately negative impact on women’s employment, an effect that may be
eased by maintaining a competitive exchange rate. Moreover, inflation reduction episodes
where real exchange rates did not appreciate were less unfavorable to women's employment.

7

Their choice of countries was limited to those for which reasonably reliable, gender-disaggregated formal
employment data were available. Informal employment could not be addressed in this analysis because of the
lack of a sufficiently long time series for a variety of countries.
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III. Central Bank Policy for Employment Creation
One reason that "inflation-focused monetary policy" has gained so many adherents is
the common perception that there is no viable alternative monetary policy that can improve
growth and employment prospects. There are three main factors accounting for this
perception. First, many economists believe the Pre-Keynesian natural rate (or, alternatively,
"Non-Accelerating Inflation Rate of Unemployment (NAIRU)) view of the labor market that
claims that, left to their own devices, market forces will automatically bring the economy to
full employment and, furthermore, any attempt to reduce unemployment beyond that will
only result in ever worsening inflation. However, there is substantial evidence that the
NAIRU theory is not empirically well based. The natural rate or NAIRU, if it exists, does not
seem to be constant; importantly, it seems to be affected by macroeconomic policy itself. In
some countries its effects are asymmetric, with increases in unemployment reducing
inflation, but reductions in employment not increasing inflation; and it no longer even seems
central to the work of mainstream economics (see Eisner, 1997; Baker, 2000; Ball and
Sheridan, 2001; Ball and Mankiw, 2002; Pollin, 2005; Hall, 2005).
Second, in an internationally financially integrated economy with high levels of international
capital flows, monetary policy can be extremely challenging. In particular it might be very
difficult to gear monetary policy by targeting monetary aggregates, or by pegging an
exchange rate along with trying to promote employment growth. This is often seen as the socalled "trilemma" which says that central banks can only have two out of three of the
following: open capital markets, a fixed exchange rate, and an autonomous monetary policy
geared toward domestic goals. While this so-called "trilemma" is not strictly true as a
theoretical matter, in practice it does raise serious issues of monetary management (Frenkel
and Taylor, 2006). From my perspective, the real crux of the problem turns out to be one leg
of this 'tri-lemma", namely the fact that orthodox economists, by and large, have taken for
granted that eliminating capital controls is the best policy, and that virtually complete
financial liberalization with respect to the foreign sector is the optimal policy. Yet recent
evidence amply shows that open capital markets can create very costly problems for
developing countries and that many successful developing countries have used a variety of
capital management techniques to manage these flows in order, among other things, to help
them escape this so-called "trilemma". (See below for further discussion of capital
management techniques.) Third, few economists have developed and proposed concrete
alternatives to inflation targeting monetary policy in the current context so those searching
for alternatives have trouble finding models. However, economists are now in the process of
rectifying this problem and I report on these efforts in this section.
The main point of this section is this: there are viable alternatives to inflation- focused
monetary policy (including inflation targeting), alternatives that can promote more and better
employment and poverty reduction. Moreover, these alternatives are also responsive to the
needs to keep inflation at a moderate level and to maintain an exchange rate that is not
excessively volatile: in short, these alternatives are responsive to stabilization needs as well
as developmental needs.
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Alternatives To Inflation Targeting
The alternatives I discuss here all go under the rubric of a real targeting approach to central
banking. By "real" I mean a target connected to the real, as opposed to the monetary aspects
of the economy: employment, real GDP growth, investment, the real exchange rate. I use the
term "targeting" rather loosely, with its meaning placed anywhere a long a continuum. At one
end of that continuum it means a strict, numerical goal, as in inflation "targeting", preannounced and narrowly focused; at the other end it means a general goal of monetary
policy. Of course, as I have said repeatedly, along with these real goals, there are important
monetary or financial goals which the central bank must also be concerned with, including
achieving a moderate inflation rate. Hence, typically a central bank will attempt to hit one or
more real targets, subject to inflation and possibly also an exchange rate volatility constraint.
The Real Targeting Approach to Central Banking
Advantages of the Real Targeting Framework
This real targeting framework has a number of important advantages:
1.

First and foremost, it places front and centre the economic variables that have
the most immediate and clearest association with social welfare. In the case of
implementing a strict "targeting" framework, the central bank will be forced to
identify this target and then reach it, and if it doesn'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, the central bank will have
significant incentives to invest in research and other activities, to improve its
understanding and tools to reach this real target.

3.

Given that it will need to reach this target amid other constraints, it will need to
develop new tools of monetary policy. For example, if a central bank must hit
an employment target subject to an inflation and balance of payments
constraint, then – in addition to interest rate policy - it might explore asset
allocation strategies to encourage banks to increase their lending to high
employment generating activities.

4.

A real targeting approach lends itself naturally to a more democratic,
transparent and accountable central bank policy that serves the genuine needs of
the majority of countries’ citizens, rather than the minority that typically
benefits from the combination of slower growth, low inflation, and high real
interest rates.

5.

The framework is much more conducive to tailoring monetary policy to the
specific needs of different countries. For example, if a country has a particular
problem with generating good jobs for women, or more jobs in a particular
region of the country, then the real targeting approach can target women’s
employment or more employment in a specific region (along with more
employment generally) and devise instruments to achieve those objectives.
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In short, the real targeting approach to monetary policy is likely to be more developmentally
relevant, flexible, effective and democratically accountable than inflation targeting.
An important example of real targeting, developed in more detail below, is employment
targeting.
How would An Employment Targeting (ET) Framework Operate?
The central bank, in conjunction with the government, would estimate a feasible target range
for employment growth, taking into account the rates that are consistent with moderate
inflation. Based on the estimate of the relationship between the central banks’ policy
instrument and employment growth, the central bank will try to achieve its target. Note that
many of the problems that arise will be similar to those that arise with inflation targeting. For
example, what are the best instruments to use? What is the best way to measure employment
growth? What should be done about uncertainty and imperfect information? These are
difficult issues. But there is no reason to believe that these issues will be any harder – or
easier to deal with—than in the inflation targeting case.
Objections to Employment Targeting
The major objection to employment targeting from mainstream economists is also the least
valid: it is the claim that only nominal variables can be affected by monetary policy, at least
in the long run. But, as discussed earlier, there is plenty of evidence that central bank policy
can have significant impacts on employment and other real variables, such as investment (eg.
Ball, 1999).
There will be other objections to employment targeting. Many economists will argue that the
association between central bank policy and employment growth is simply too loose to base
policy on. But Bernanke et al, and other advocates of targeting have admitted that the
connection between central bank policy and inflation is also lose and variable. (Bernanke, et.
al. 1999) There is simply no macroeconomic variable worthy of interest, including inflation
that is perfectly controlled by the central bank.
The Indirect Advantages of Employment Targeting
There are several extremely important indirect advantages of the employment targeting
framework which themselves will contribute in a crucial way to the framework's success.
These indirect advantages involve the accumulation of new knowledge about the connections
between monetary policy and employment, and the generation and implementation of new
ideas about how to generate more employment and economic growth. Both of these positive
outcomes will stem from focusing the attention of the central bank, with its enormous human
and financial resources, on the key issue of employment growth.
Making employment or employment growth a target of monetary policy will induce a
profound shift in the attitude and the activities of the central bank. It will begin to assign its
economists to study the relationships between monetary policy and employment growth; it
will study what monetary policy instruments are best used to achieve employment growth; it
will organize conferences on employment growth and monetary policy. It will give
promotions and more resources to members of its staff that make breakthroughs in the
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understanding of these connections. It will lead the central bank to link up with others outside
the Bank who have knowledge and experience with respect to employment generation and its
relationship to financial variables.
The creation of an employment targeting framework will not only lead the central bank to
generate more knowledge about the relationship between monetary policy and employment
growth. It will lead the bank to design new programs to help it reach it targets. To be sure,
lowering interest rates, as I have suggested earlier, could have an important impact on
investment and expansion behavior by many firms, large and small. But the central bank will
also find that, in order to contribute to more employment generation subject to an inflation
constraint, it will need additional instruments of monetary policy.
Targets and Instruments
As Tinbergen argued in his classic piece on policy making, one needs at least as many
independent instruments as targets to reach one's objectives. If the central bank were to adopt
an employment targeting approach, in which it also had to meet an inflation constraint, then
in effect there are up to two targets and only one instrument, the interest rate. In this
situation, the Central Bank will undoubtedly search for more instruments with which to reach
its targets.
There are a number of useful possibilities. Among the most promising are various
mechanisms of credit allocation and capital management techniques.
Credit Allocation Mechanisms
As described in more detail later in our discussion of post-War US, European and Japanese
economic policies, central banks have used a variety of tools to help direct credit to preferred
sectors to support social and economic goals. These tools include asset based reserve
requirements, loan guarantees, support for pooling and underwriting small loans, utilizing the
discount window in support of employment generating investments (see Pollin, et. al, 2006
and 1994, Epstein and Heintz, 2006, Palley, 2003, and my treatment below for more
discussion of these approaches). Asset based reserve requirements are a system in which
lending institutions are required to hold low-interest or zero interest yielding reserves as a
proportion of their earning assets. Hence, banks loose money in proportion to the size of the
reserves they need to hold. To make this part of a directed lending system, the central bank or
government would assign lower requirements to preferred assets, such as employment
generating activities, thereby creating an incentive for banks to hold these types of assets
relative to less desirable assets. Another possible instrument would be to create a loan
guarantee program for banks that lend to cooperatives and small businesses that generate
good employment opportunities. Another example is to provide liquidity and risk sharing
institutions for loans to businesses which have promise to generate employment but which
now have restricted access to financial markets. An example of this type of policy would be
to provide financial and administrative support for asset backed securities which would
bundle loans for employment generation, and sell them as securities on the open market,
much as Ginnie Mae and Fannie Mae do in the United States housing market.
As a final example, the Reserve Bank could open a special discount window facility, in
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which it would offer credit, guarantee, or discount facilities to institutions which are onlending to firms and cooperatives which have promising employment generating
opportunities.
Of course, these types of policies can lead to abuse and corruption. It is crucial that
monitoring and control systems be established to minimize these costs. As Amsden argues
(2001), these control and monitoring systems were crucial to the success of newly
industrializing countries such as South Korea and Taiwan that used credit allocation
techniques to support their industrial policies. In the cases that Amsden describes, firm's
success in generating exports was the key monitoring variable. Firms that did not succeed
would be penalized.
Employment Targeting Through A Gender Lens
Among the great advantages of combining credit allocation mechanisms with the
employment targeting approach is that it provides the policy flexibility necessary to succeed
in varying institutional contexts. For example, where female waged employment is important
for social welfare, using a gender lens will be crucial for designing effective macroeconomic
policy in general and employment targeting monetary policy in particular. In these contexts,
the central bank could design asset based reserve requirements to generate more female
employment; alternatively, the central bank could give preferential access to the discount
window for financial institutions investing in or lending to organizations which will generate
more, better, female employment. Indeed, even in the absence of a prior understanding of the
importance of women's wage employment, in these situations, an employment targeting
central bank will likely discover on its own the importance of using a gender lens in
macroeconomic policy if it is going to achieve its employment generating targets. This is an
excellent example of the beauty of implementing an employment targeting approach: it will
force the central bank to learn much more about the nature of the labor force and how to
increase gainful employment which, in many societies, will mean that it will learn much
more about the female labor force.
Capital Management Techniques8
As I discussed earlier with respect to the so-called tri-lemma, governments may need policy
space from the vagaries of international capital markets to preserve autonomous monetary
and other policies along the lines discussed here. In particular, to achieve this policy space
they may need capital controls, exchange controls or, more generally, capital management
techniques.
Capital and Exchange Controls place taxes or regulations over the buying and/or selling of
international assets or debt (capital controls) or foreign exchange (exchange controls). These
have been used widely to manage inflows and outflows of international capital and/or foreign
exchange. Capital management techniques (CMT's) refer to two complementary (and often
overlapping) types of financial policies: policies that govern international private capital
flows (capital and exchange controls, as just defined) and those that enforce prudential
8

This section draws heaving on join work with Ilene Grabel and Jomo, K.S. See Epstein, Grabel and Jomo,
2006.
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management of domestic financial institutions. Certain types of prudential financial
regulations actually function as a type of capital control; moreover, capital controls
themselves can function as or complement prudential financial regulations. There is often a
great deal of synergy between prudential financial regulations and traditional capital controls.
It can be difficult (and sometimes impossible) to draw a firm line between prudential
domestic financial regulation and capital controls. For instance, domestic financial
regulations that curtail the extent of maturity or locational mismatches may have the effect of
influencing the composition of international capital flows to a country, even if those types of
regulations are commonly classified as prudential domestic financial regulations and not as
capital controls. Hence, for the IMF and others to argue that prudential management is
"good" and capital controls are "bad" is to draw a distinction for ideological, rather than
sound policy purposes.
Policymakers use Capital Management Techniques (CMTs) to achieve some or all of the
following four objectives—to promote financial stability; to encourage desirable investment
and financing arrangements; to enhance policy autonomy; and to enhance democracy. CMTs
can promote financial stability through their ability to reduce currency, flight, fragility and/or
contagion risks, thereby reducing the potential for financial crisis and attendant economic
and social devastation. They can also influence the composition of the economy’s aggregate
investment portfolio, and can influence the financing arrangements that underpin these
investments. Moreover, CMTs can promote desirable types of investment and financing
strategies by rewarding investors and borrowers for engaging in them. Desirable types of
investment are those that create employment, improve living standards, promote greater
income equality, technology transfer, learning by doing and/or long-term growth; desirable
types of financing are those that are long-term, stable and sustainable. Capital management
can discourage less socially useful types of investment and financing strategies by increasing
their cost or precluding them altogether.
CMTs can enhance policy autonomy in a number of ways: they can reduce the severity of
currency risk, and can thereby allow authorities to protect a currency peg; they can create
space for the government and/or the central bank to pursue growth-promoting and/or
reflationary macroeconomic policies by neutralizing the threat of capital flight; by reducing
the risk of financial crisis in the first place, CMTs can reduce the likelihood that governments
may be compelled to use contractionary macro- and micro-economic and social policy to
attract foreign investment back to the country or as a precondition for IMF assistance; finally,
CMTs can reduce the specter of foreign control or ownership of domestic resources. It
follows from the above that capital management can enhance democracy by reducing the
potential for speculators and external actors to exercise undue influence over domestic
decision making directly or indirectly (via the threat of capital flight). CMTs can reduce the
veto power of the financial community and the IMF, and create space for the interests of
other groups (such as advocates for the poor) to play a role in the design of policy. They can
thus be said to enhance democracy because they create the opportunity for pluralism in
policy design.
Regimes of capital management take diverse forms and are multi-faceted. Importantly,
capital management techniques can be static or dynamic. Static management techniques are
those that authorities do not modify in response to changes in circumstances. Capital
management techniques can also be dynamic, meaning that they can be activated or adjusted
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as circumstances warrant. Epstein, Grabel and Jomo (2006) undertook seven case studies of
the diverse capital management techniques employed in Chile, Colombia, Taiwan Province
of China, India, China, Singapore and Malaysia during the 1990s. To illustrate more
specifically the various forms these techniques can take, I reproduce here tables taken from
Epstein, Grabel and Jomo (2006) (table 3 and 4 below).
The positive lessons are as follows. First and most generally, they find that CMTs can
contribute to currency and financial stability, macro and micro-economic policy autonomy,
stable long-term investment and sound current account performance. CMTs also impart some
costs. Specifically, there is evidence that in some countries the cost of capital to small firms
is increased, and capital management can create space for corruption. Second, successful
implementation of controls over a significant period of time depends on the presence of a
sound policy environment and strong fundamentals. These include a relatively low debt ratio,
moderate rates of inflation, sustainable current account and fiscal balances, consistent
exchange rate policies, a public sector that functions well enough to be able to implement
coherent policies (i.e., administrative capacity), and governments that are sufficiently
independent of narrow political interests so that they can maintain some degree of control
over the financial sector (i.e., state capacity).
Third, the cases show that causation works both ways: from good fundamentals to successful
CMTs, and from successful CMTs to good fundamentals. Good fundamentals are important
to the long-run success of CMTs because they reduce the stress on these controls, and
thereby enhance their chance of success. On the other hand, these techniques also improve
fundamentals. Thus, there is a synergy between CMTs and fundamentals. Fourth, the
dynamic aspects of CMTs are perhaps their most important feature. Policymakers need to
retain the ability to implement a variety of management techniques and alter them as
circumstances warrant. Nimble and flexible capital management is very desirable. Chile and
Taiwan POC's experience with these techniques is a good example of this type of flexibility.
Countries with successful experiences with controls must maintain the option to continue
using them as circumstances warrant.
Fifth, CMTs work best when they are coherent and consistent with the overall aims of the
economic policy regime, or better yet, when they are an integral part of a national economic
vision. To be clear, this vision does not have to be one of widespread state control over
economic activity. Singapore is a good example of an economy that is highly liberalized in
some ways, but one where CMTs are an integral part of an overall vision of economic policy
and development.9 Sixth, prudential regulations are often an important complement to capital
controls, traditionally defined, and vice versa. In Singapore, for example, government moral
suasion aimed at discouraging banks from lending to firms or individuals intending to
speculate against the currency, is an example of an effective prudential regulation. In Chile,
taxes on short-term inflows that prevent maturity mismatches are an example of a capital
control that also serves as a prudential regulation. The case studies present many such
examples.
Seventh, there is not one type of CMT that works best for all countries: in other words, there
is no one "best practice" when it comes to CMTs. Epstein, Grabel and Jomo (2006) found a
variety of strategies that work in countries with very different levels of state and
9

See Nembhard, 1992, for an excellent discussion of these issues.
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administrative capacities, with financial systems that differ according to their depth and
degree of liberalization, with different mixes of dynamic and static controls, and different
combinations of prudential financial regulations and capital controls.
Table 3: Summary:
Types and Objectives of Capital Management Techniques Employed During the 1990's*
Country

Types of Capital Management Techniques

Chile

Inflows
FDI and PI: One year Residence Requirement
30% URR
Tax on foreign loans: 1.2% per year
Outflows: No significant restrictions
Domestic financial Regulations:
strong regulatory measures
Similar to Chile
Inflows
non-residents
-bank accounts can only be used for domestic
spending, not financial speculation
-foreign participation in stock market regulated
-FDI tightly regulated
residents
regulation of foreign borrowing
Outflows
Exchange controls
Domestic Financial Regulations
-restrictions on lending for real estate and other
speculative purposes
"Non-Internationalization" of Singapore $
inflows

Colombia
Taiwan POC

Singapore

outflows
non-residents
-financial institutions can't extend S$ credit to nonresidents if they are likely to use for speculation
-non-residents: if they borrow for use abroad, must
swap first into foreign currency

Malaysia
(1998)

Domestic Financial Regulations
-restrictions on creation of swaps, and other
derivatives that could be used for speculation
against S$
Inflows
-restrictions on foreign borrowing
Outflows
non-residents
-12 month repatriation waiting period
-graduated exit levies
inversely proportional to length of stay
residents
exchange controls
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Objectives of Capital Management
Techniques
-Lengthen maturity structures and
stabilize inflows
-help manage exchange rates to
maintain export competitiveness
-protect economy from financial
instability
Similar to Chile
-Promote industrialization
-Help manage exchange for export
competitiveness
-Maintain financial stability and
insulate from foreign financial crises

-to prevent speculation against
Singapore $
-to support "soft peg" of S$
-to help maintain export
competitiveness
-to help insulate Singapore from
foreign financial crises

-to maintain political and economic
sovereignty
- kill the offshore ringgit market
-shut down offshore share market
-to help reflate the economy
-to help create financial stability and
insulate the economy from contagion

India

domestic financial regulations
non-residents
-restrict access to ringgit
residents
encourage to borrow domestically and invest
Inflows
non-residents
Strict Regulation of FDI and PI
Outflows
non-residents
-none

-pursue capital account liberalization in
an incremental and controlled fashion
-insulate domestic economy from
financial contagion
-preserve domestic savings and forex
reserves

residents
exchange controls

China

-support industrial policy

Domestic Financial Regulations
-strict limitations on development of domestic
financial markets
Inflows
non-residents
-strict regulation on sectoral FDI investment
-regulation of equity investments: segmented stock
market
Outflows
non-residents
-no restrictions on repatriation of funds
-strict limitations on borrowing Chinese Renminbi
for speculative purposes

-help stabilize exchange rate

-support industrial policy
-pursue capital account liberalization in
incremental and controlled fashion
-insulate domestic economy from
financial contagion
-increase political sovereignty
-preserve domestic savings and foreign
exchange reserves
-help keep exchange rates at
competitive levels

residents
exchange controls
Domestic Financial Regulations
-strict limitations on residents and non-residents
*Sources: see Epstein, Grabel and Jomo (2006).
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Table 4:
Summary: Assessment of the Capital Management Techniques Employed During the 1990s*
Country

Achievements

Supporting Factors

Costs

Chile

-altered composition and
maturity of inflows
-currency stability
-reduced vulnerability to
contagion

-limited evidence of
higher capital costs
for SMEs

Colombia

-similar to Chile, but less
successful in several respects

-well-designed policies and
sound fundamentals
-neoliberal economic policy in
many domains
-offered foreign investors
good returns
-state and administrative
capacity
-dynamic capital management
-less state and administrative
capacity than in Chile meant
that blunter policies were
employed
-economic reforms in the
direction of neoliberalism

Taiwan POC

-debt burdens and financial
fragility are insignificant
-competitive exchange rate and
stable currency
-insulated from financial crises
-enhanced economic sovereignty

-high levels of state and
administrative capacity
--policy independence of the
CBC
-dynamic capital management

Singapore

-insulated from disruptive
speculation
-protection of soft peg
-financial stability

-strong state capacity and
ability to use moral suasion
-strong economic
fundamentals

-limited evidence of
concentration of
lending to large
firms, conservatism
of banks, inadequate
auditing and risk and
project assessment
capabilities
-large informal
financial sector
-limited evidence of
inadequate liquidity
in financial system
-possibly undermined
financial sector
development
-loss of seignorage

Malaysia
1998

-facilitated macroeconomic
reflation
-helped to maintain domestic
economic sovereignty
-facilitated incremental
liberalization
-insulated from financial
contagion
- helped preserve domestic
saving
-helped maintain economic
sovereignty

-public support for policies
-strong state and
administrative capacity
-dynamic capital management
-strong state and
administrative capacity
-stong public support for
policies
-experience with state
governance of the economy
-success of broader economic
policy regime
-gradual economic
liberalization

India
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No evidence
available

-possibly contributed
to cronyism and
corruption
-possibly hindered
development of
financial sector
-possibly facilitated
corruption

China

-facilitated industrial policy insulated economy from
financial contagion
-helped preserve savings
-helped manage exchange rate
and facilitate export-led growth
-helped maintain expansionary
macro-policy
-helped maintain economic
sovereignty

-strong state and
administrative capacity
-strong economic
fundamentals
-experience with state
governance of the economy
-gradual economic
liberalization
-dynamic capital management

-possibly constrained
the development of
the financial sector
-possibly encouraged
non-performing loans
-possibily facilitated
corruption

*Sources: see Epstein, Grabel and Jomo (2006).

Other Possible Real Targets for Monetary Policy
In addition to a direct employment target for monetary policy, there are other real or
intermediate targets that could be desirable candidates for central banks wanting to better
balance developmental goals with inflation stabilization. Here I will briefly mention three
others: first is real GDP growth, second is investment targeting, and third, is a stable and
competitive real exchange rates (SCRER). The latter is widely proposed in the case studies
presented below.
Real GDP Growth (Economic Growth)
Economic growth is a natural alternative target for central banks, since it is generally
considered a broad measure of economic performance and is widely thought to be influenced,
at least in the short to medium term, by macroeconomic policy, including monetary policy.
Moreover, many other important variables, such as employment and investment are broadly
affected by the rate of economic growth. Its breadth and generality might also make it less
amenable to monetary and credit policy than more narrow measures such as employment and
investment. As a broad measure, it might also be less directly linked to specific outcomes
with high social priority, such as poverty reduction than employment.
Investment
For some countries, employment generation is not the most immediate macroeconomic
problem. Rather, productivity growth is a more important concern. In this case, investment,
rather than employment, might be a more appropriate target. If the central bank were to adopt
an investment target subject to an inflation constraint, it could do so in a targeting
framework. In this case, the central bank would adopt target ranges for investment and would
estimate the relationship between central bank policy and investment. It would also estimate
the relationship between policy, investment and inflation and other important variables, such
as exchange rate instability. It would choose a target range for inflation and assess whether
the investment goal and the inflation goal are consistent. Just as in the inflation targeting
framework, decisions will have to be made as to the proper index of investment to use. Based
on the estimate of the relationship between the central banks’ policy instrument, the central
bank will try to achieve its target. Here too the problems that arise will be similar to those
that arise in the inflation targeting approach. What is the best instrument to use? Most central
banks use short term interest rates as their policy tool. But other variables are likely to be
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more directly related to investment, including long term interest rates and credit availability.
Therefore, Central Banks may find that other instruments, such as open market operations
directed at long-term debt securities, directed lending, or incentives, such as asset based
reserve requirements to induce banks to lend longer term, 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 number of the authors in the PERI/Bilkent
research group have chosen a stable and competitive real exchange rate as an important real
target for monetary policy. This is because in the countries they are studying, international
competitiveness has a large impact on employment, productivity growth and economic
growth. Moreover, they argue that targeting the real exchange rate is feasible for central
banks, and can relatively easily accommodate a focus on stabilizing inflation, which for
many Latin American countries, is a very important objective. More details on the SCRER
and how it might operate are provided below.
Summary
The main point of this discussion has been that different targets for monetary policy are
likely to be relevant in different contexts. For countries that have a massive unemployment
problem, and where there has not been a serious recent experience with hyper-inflation so
that citizens and investors are not inflation phobic, then an employment targeting central
bank might be the more appropriate. Where inflation troubles have deep historical roots and
where the economy is highly exposed to foreign trade and capital flows, a SCRER might be a
better monetary policy target. For still other countries, where the external sector is not large
and where employment is not the main concern, a GDP or investment target might be more
relevant.
PERI/Bilkent Multi-Country Study of Alternatives to Inflation Targeting
In this section, I report on country studies undertaken by a team of researchers working on a
PERI/Bilkent project on alternatives to inflation targeting, as well as a United Nations
Development Project (UNDP) sponsored study of employment targeting economic policy for
South Africa.10 The countries covered are Argentina, Brazil, Mexico, India, The Philippines,
South Africa, Turkey, and Viet Nam. As will be illustrated by these studies, one size does
NOT fit all. A range of alternatives to inflation targeting were developed, all the way from
modest changes in the inflation targeting framework to allow for more focus on exchange
rates and a change in the index of inflation used, to a much broader change in the overall
mandate of the central bank to a focus on employment targeting. Some of the alternative
policies focus exclusively on changes in central bank policy, while for other countries
changes in the broad policy framework and in the interactions of monetary, financial and
fiscal policy are proposed. Some incorporate explicit goals and targets, while others prefer
more flexibility and somewhat less transparency. But all of the studies agreed that the
responsibilities of central banks, particularly in developing countries, while including
10

For the PERI/Bilkent project see Epstein and Yeldan, eds. forthcoming; For the UNDP project see Pollin, et.
al., 2006.
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maintaining a moderate rate of inflation, must be broader than that, and should include other
crucial "real" variables that have a direct impact on employment, poverty and economic
growth.11 They also agree that in many cases, central banks must broaden their available
policy tools to allow them to reach multiple goals, including, if necessary, the
implementation of capital management techniques.
Alternatives to Inflation Targeting: Variations on a Theme:
Modest but Useful Adjustments to the Inflation Targeting Regime
Some of the country studies in the PERI/Bilkent project proposed only modest changes to the
inflation targeting regime. In the case of Mexico, for example, the authors argue that the
existing inflation targeting regime has allowed for more flexible monetary policy than had
occurred under regimes with strict monetary targets or strict exchange rate targets (Galindo
and Ros, 2006). As a first step, they suggest modifying the IT framework to make it
somewhat more employment friendly. More concretely, Galindo and Ros find that monetary
policy in Mexico has been asymmetric with respect to exchange rate movements –tightening
when exchange rates depreciated, but NOT loosening when exchange rates appreciated. This
has lent a bias in favor of an over-valued exchange rate in Mexico. In its place, Galindo and
Ros propose a "neutral" monetary policy so that the central bank of Mexico responds
symmetrically to exchange rate movements and thereby avoid the bias toward over-valuation
without fundamentally changing the inflation targeting framework.12
In his study of Brazil, Nelson Barbosa-Filho also proposed extending the inflation targeting
framework, but, as discussed shortly, in a more dramatic way. Writes Barbosa-Filho:
"…because of Brazil's past experience with high inflation, the best policy is to continue to
target inflation while the economy moves to a more stable macroeconomic situation. So far,
the great gain from inflation targeting has been the increase in the transparency and
accountability of monetary policy in Brazil." (Barbosa-Filho, 2005).13 But he goes on to say,
"The crucial question is not to eliminate inflation targeting, but actually make it compatible
with fast income growth and a stable public and foreign finance". (ibid.) As discussed in the
next section, in order to do that, Barbosa-Filho joins a number of the country case study
authors in proposing a monetary policy to maintain a stable and competitive real exchange
rate (SCRER) which, they argue, will have a number of significant benefits for many of these
economies and their peoples.
A Competitive and Stable Real Exchange rate
As just indicated, a number of authors, following the lead of Frenkel and Taylor (2005),
Frenkel and Ros (2006) and Frenkel and Rapetti (2006) argue that central bank should
11

It is true that so-called "Taylor Rules" that estimate policy rules governing monetary policy often find that
central banks react to the deviation between "potential output" and actual output (the "output gap"), but, far
from implying that central banks care about unemployment, these results often reflect the fact that the output
gap affects future inflation; so a central bank that is focusing solely on inflation might still be concerned with
the output gap (Eichengreen, 2002).
12
Galindo and Ros also propose shifting from a CPI target to a domestic inflation target which would purge the
exchange rate impact on the "target" inflation rate and further reduce the monetary policy bias toward exchange
rate appreciation.
13
See more on Brazil and Argentina below.
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maintain a moderate inflation rate AND should maintain a competitive and stable real
exchange rate. They note that the real exchange rate can affect employment, and the
economy more generally, through a number of channels: (1) By affecting the level of
aggregate demand (the macroeconomic channel) (2) By affecting the cost of labor relative to
other goods and thereby affecting the amount of labor hired per unit of output (the labor
intensity channel)and by affecting employment through its impact on investment and
economic growth (the development channel). (eg. Frenkel and Ros , pp. 634-637) While the
size and even direction of these channel effects might differ from country to country, in many
places, including Latin America, maintaining a competitive and stable real exchange rate is
likely to have a positive employment impact though some combination of these effects. For
example, Frenkel and Ros find that in Latin America, in most of the Latin American
countries experiencing increases in unemployment in the 1990's, these economies were
characterized by significant appreciations of their real exchange rate.
In the PERI/Bilkent project, a number of country study authors proposed a new framework
for central banks in which they should include as an "intermediate goal" a "stable and
competitive real exchange rate" (SCRER). These countries included Argentina, Brazil,
Mexico, The Philippines and Viet Nam. (See Frenkel and Rapetti, 2006; Barbosa-Filho,
2005; Galindo and Ros, 2006; Lim, 2006;, Packard, 2005). In all of these cases, the authors
argued that such a policy would help their economies pursue a more employment oriented
growth path, while maintaining inflation in check. They all suggested that these countries
might, in addition, need to impose short-term capital controls and other capital management
techniques to help them manage the exchange rate will maintaining moderate inflation.
Argentina
Frenkel and Rapetti, in the case of Argentina, show that targeting a stable and competitive
real exchange rate has been very successful in helping to maintain more rapid economic
growth and employment generation. They also showed that to be successful in the case of
Argentina, the country implemented a partial default on its substantial foreign debt, and
short-term implementation of capital management techniques. These policies were put in
place after the disastrous break-down of the previous currency board arrangements. In their
view, a monetary policy that has a broader mandate to generate more employment and
economic growth, while keeping a stable and competitive real exchange rate, has had
significant success in Argentina (Frenkel and Repetti, 2006).
Brazil
The case of Brazil is more mixed, according to Barbosa-Filho. The inflation targeting
framework was instituted in Brazil in 1999 in order to provide a nominal anchor to domestic
prices. The National Monetary Council sets the targets and the Committee of Monetary
Policy (Copom), formed by the President and the Directors of the Central Bank of Brazil
(CBB) is responsible for meeting the targets. When the target is not met, the CBB has to
issue an open letter to the President of Brazil why that happened and what could be to correct
it. The impact of the IT regime between 1999 and 2006 has been relative macroeconomic
stability, but slow over-all real GDP growth, high real interest rates and a tendency to
currency appreciation. This currency appreciation, like that in Mexico as reported by Galindo
and Ros (2006) appears to be partly due to asymmetric monetary policy, policy that works
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against depreciations of the exchange rate less than it leans against the wind when the (real)
exchange rate appreciates. The fundamental problem in Brazil, according to Barbosa-Filho, is
that the growth of productivity and potential output responds to aggregate demand policy: so
slow growth in aggregate demand leads to slow growth in potential output and therefore, it
appears that the output gap is small. This leads to a self-fulfilling prophecy of the need for
restrictive monetary policy. The challenge facing monetary policy is to expand growth in
aggregate demand in order to raise the growth rate of potential output, without igniting
inflation in the short run. A monetary policy that is careful to maintain a low and stable
inflation rate can usefully be supplemented by monetary policy directed to avoiding an overvalued exchange rate and lowering real short term interest rates.
More specifically, for the case of Brazil, Barbosa-Filho developed a more elaborate policy
framework which includes a competitive and stable real exchange rate. But, in addition,
given Brazil's large public debt, Barbosa-Filho also proposes that the central bank target a
reduction in the real interest rate, which would reduce the Brazilian debt service burdens and
help increase productive investment. In terms of the familiar targets and instruments
framework, Barbosa-Filho proposes that the Brazilian central bank choose exports, inflation
and investment as ultimate targets, and focus on the inflation rate, a competitive and stable
real exchange rate and the real interest rate as intermediate targets.
Barbosa-Filho also elaborates on the monetary policy tools that can be used to reach these
intermediate and ultimate targets. To maintain the SCRER, Barbosa-Filho proposes an
asymmetric managed floating exchange rate regime in which the Brazilian central bank
places a (moving) ceiling on the appreciation of the exchange rate, and, when necessary
implements tight macroeconomic policy to prevent speculative attacks leading to excessive
depreciations. This is similar to the ideas proposed by Gallardo and Ros in the case of
Mexico.
The central bank should also attempt to lower the real interest rate. In order to achieve these
goals, the central bank can use direct manipulation of the policy interest rate, bank reserve
requirements and bank capital requirements. (Barbosa-Filho, 2005).
India, Vietnam and Mexico
In the case of India, Jha also argues against an inflation targeting regime, and in favor of one
that "errs on the side of undervaluation of the exchange rate" with possible help from
temporary resort to capital controls (Jha, 2006, pp. 30-31.) Jha argues that, to some extent,
such a policy would be a simple continuation of policies undertaken in India in the past. In
Vietnam, Packard concludes: "…a strict inflation targeting (IT) regime is not appropriate for
Vietnam. IT's rigid rules constrain policymakers to operate in a framework that requires
inflation to take priority over more pressing development objectives….I argue that a stable
and competitive real exchange rate is (a) superior alternative, precisely because it sets as a
target a key macroeconomic relative price that is realistic, sustainable, and growth
enhancing." (Packard, 2005). For Mexico, Galindo and Ros propose a more fundamental
alternative to inflation targeting. They propose combining inflation targeting with real
exchange rate targeting (Galindo and Ros, 2006). "More precisely, the central bank would
promote a competitive exchange rate by establishing a sliding floor to the exchange rate in
order to prevent excessive appreciation (an "asymmetric band"…). This would imply
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intervening in the foreign exchange market at times when the exchange rate hits the floor
(i.e., an appreciated exchange rate) but allows the exchange rate to float freely otherwise."
(Galindo and Ros, 2006). They point out that such a floor would work against excessive
capital inflows by speculators because they would know the central bank will intervene to
stop excessive appreciation. If need be, Galindo and Ros also propose temporary capital
controls, as do some of the other authors from the PERI/Bilkent project.
Turkey
Brazil is not the only highly indebted country in our project sample. Turkey is another case.
Here too, our project authors developed an alternative to inflation targeting. Using a
computable general equilibrium model (CGE) for the case of Turkey, Voyvoda and Yeldan
simulated the impact of a shift in policy from a strict inflation targeting regime, to one which
had a focus on the competitiveness of the real exchange rate.14 They find that such a shift
generates much more rapid growth and employment creation, but at the expense of some
worsening of the government debt position, relative to the strict inflation targeting and fiscal
surplus regime currently in place (Voyvoda and Yeldan, 2006).
More Comprehensive Alternatives to Inflation Targeting
The Philippines
Other country case studies propose more comprehensive policy alternatives to simple
inflation-focused monetary policy, including inflation targeting. Joseph Lim proposes a
comprehensive alternative to inflation targeting for the case of the Philippines. Lim argues
that the Philippine government has been seeking to achieve a record of dramatically higher
economic growth, but that its monetary policy has been inadequate to achieving that goal. He
therefore proposes an "alternative" that "clearly dictates much more than just a move from
monetary targeting to inflation targeting". Lim argues that any viable alternative for the
Philippines must take into account several key constraints or realities: 1) Easier monetary
policy by itself will not stimulate investment or growth because it is accompanied by weak
financial confidence and stricter financial requirements on banks. 2) Fiscal policy is highly
constrained because of a large public debt. 3) High economic growth by itself will not
necessarily enhance the quality of the growth – i.e., improving the growth of good jobs with
good wages 4) Volatile external accounts and foreign exchange rates undermine rapid and
high quality growth.
Lim's proposals include: 1) Maintenance of a stable and competitive real exchange rate
(SCRER), either by pegging the exchange rate or intensively managing it as in South Korea.
2) To help manage the exchange rates, capital management techniques, as in China and
Malaysia, are likely to be needed. This should include strong financial supervision to prevent
excessive undertaking of short-term foreign debt, and tax based capital controls on short term
capital flows, as was used, for example in Chile. 3) An explicit stating of output and
employment goals, as the central bank transitions from a purely inflation-targeting regime.
Lim argues that these policies can have beneficial impacts on the current Philippine problems
of high fiscal deficits, lack of financial confidence and unemployment. 4) Incomes and antimonopoly policies to limit inflation to moderate levels and 5) Targeted credit programs,
14

Another important change was from a primary fiscal surplus to a more relaxed fiscal stance.
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especially for export oriented and small and medium sized enterprises that can contribute to
productivity growth and employment.
These policy proposals in broad outlines are similar to those proposed by Epstein (2005) for
the case of South Africa, which, in turn, have been developed 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 the question of the institutional structure of the
central bank and its relationship to the government's macroeconomic policy apparatus. As we
discuss more below, in the Post-World War II period, most central banks were integrated
into the government's macroeconomic policy apparatus, and monetary policy was made in a
coordinated fashion with fiscal policy (see Epstein and Schor, 1990 for an earlier discussion).
In the last twenty years or so, however, the "neo-liberal" approach to central banking has
elevated central bank "independence" as a component of "bet practice" institutional structure
and many countries have adopted this plank of the neo-liberal platform. Combined with
inflation targeting or other such rules, central bank independence has also meant a relative
lack of coordination between monetary and fiscal policy.
In some of the papers for the PERI/Bilkent alternatives to inflation targeting, authors took a
position on the best structure for central banks in their alternative framework: independent,
integrated or independent but with a high degree of coordination (denoted, "coordinated", in
what follows).
Table 5 presents a summary of the alternatives proposed in the PERI/Bilkent project and is
discussed further in what follows.
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IV. Employment Targeting Monetary Policy in South Africa: An Extended
Example
In this section, I describe an employment targeting (ET) policy for the Reserve Bank
of South Africa in the context of an overall employment targeting program for the South
African economy developed by economists at PERI for the United Nations Development
Program (UNDP). In this section, I will give an extremely brief outline of the overall
Employment Targeting program, to show generally the policy context within which the
proposed Reserve Bank ET framework would operate. It will then focus much more
specifically of the monetary policy component on the ET framework.
Employment Targeted Macro Policy in South Africa
The specific focus of the UNDP study is the severe problem of mass unemployment in South
Africa today. Unemployment in South Africa is variously measured as being between 34%
and 42%, depending on how it is counted. In this context, it is striking the South African
central bank(known as the Reserve Bank of South Africa) adopted a formal inflation
targeting approach to monetary policy in 2001, and committed itself to achieving an inflation
rate between 3 and 6%. With a few exceptions, it has hit that target range. Significantly, the
Reserve Bank is under no obligation to consider employment generation as part of its
mandate.
Nonetheless, a focus on employment targeting is consistent with the stated goals of the South
African Government more generally. As an illustration, at the Growth and Development
Summit in 2003, President Thabo Mbeki singled out “more jobs, better jobs, and decent work
for all,” as one of the country’s four key economic challenges (the other three being
expanding investment, advancing equity, and building local-level capacity; Growth and
Development Summit summary pamphlet, Department of Labor, p. 3) More specifically,
according to Presidential economic advisor Alan Hirsch, the government has committed
itself, as its first economic priority, to reducing unemployment in half as of 2014.
In halving unemployment by 2014 the South African Government faces a significant
challenge. Between 1994 and 2003, the South African economy grew at an average annual
rate slightly below three percent, while average labor intensity of production fell by an
average of one percent per year. If the South African economy proceeds along approximately
this growth path for the next decade, it will not be possible for the government to achieve its
goal of reducing unemployment by half by 2013. Making reasonable assumptions about labor
force growth and the proportionate rise of informal versus formal employment, Pollin, et al.
projects that continuing for the next decade at a 3 percent growth rate and a 1 percent annual
decline in labor intensity will produce an official unemployment rate by 2013 of roughly 34
percent.
For the government to achieve a 50 percent reduction in unemployment by 2013, it would
have to pursue an aggressive employment-targeted program, which would have to consist of
two elements: it would have to raise the rate of economic growth and it would have to
increase the over-all labor intensity of output. Pollin, et al., (2006) we develop an aggressive
employment targeted macroeconomic framework, which is nonetheless sensitive to
constraints such as inflation, the balance of payments and budget deficits. And even with our
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aggressive policy, the unemployment rate as of 2013 would still likely be in the range of 17
percent.
The study proposes using traditional macroeconomic tools to try to raise the overall growth
rate of the economy. But these tools will not be sufficient to halve the unemployment rate.
Further measures have to be taken to increase the employment intensity of growth. To
increase the employment intensity of growth, the authors propose taking special measures to
target small firms, cooperatives, industries, and sectors that have high employment
multipliers, directly or indirectly.
In broad outlines, the overall employment targeting framework includes:
1.
2.
3.
4.
5.

Fiscal and monetary stimulus
Public Credit Allocation and Development Banking
Capital management techniques
If and when necessary, heterodox mechanisms of inflation control, possibly including
Scandinavian style tri-partite agreements on wages and prices.
Other sectoral policies, for example, anti-trust and competition policy to correct
infrastructure bottlenecks preventing more growth and employment generation.15

Central Bank Policy
In this section, I detail a proposed Employment Targeting approach for the South African
Reserve Bank. While this ET approach to monetary policy would work best within a broad
ET framework as outlined above, elements of the approach could nonetheless be
implemented even on their own.
The Role of Monetary Policy and the Reserve Bank in the Broader ET Program
In thinking about the role of monetary policy in this program it is important to draw the
distinction between economic policies and economic institutions. (Chang, 2002.) Both of
these are crucial because the role of the Reserve Bank as an institution needs to be broader
than its specific policies. As an institution within the policy making apparatus, the Reserve
Bank is very important and powerful. It has a great deal of resources, both financial and
human. As the house of one of the two main tools of macroeconomic policy, it has prestige
and influence. Therefore, its institutional commitment to and support of a policy is almost as
important as the precise settings of it monetary policy tools narrowly defined. Taking this
distinction into account, the logic of this ET program implies the following roles for the
Reserve Bank and for monetary policy.
Of course, the specifics of the proposed central bank policy proposed below should be seen
as instructive rather than definitive in every detail. Only skilled practitioners with very
concrete South African specific experience could actually implement a new policy
framework such as the one proposed here.

15

For more details, see Pollin, et al., (2006).
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Policy Instruments
1. The Reserve Bank will set its interest rates to achieve an overall real growth rate
consistent with the plan which has an employment target at its core.
2. It will try to reach an inflation constraint that is mutually decided upon as part of the
overall program.
3. It will manage some of the credit allocation programs that are part of the components
of the policy.
4. It will manage the capital account as needed to maintain the exchange rate levels and
exchange rate stability needed to implement the program.
Institutional Commitments
1. The Reserve Bank will launch a set of research programs both within the bank and
outside to improve its understanding of the relationship between monetary policy
tools and employment growth, both in the formal and informal sectors.
2. The Reserve Bank will work with financial institutions, including development banks,
major commercial banks, as well as smaller financial institutions, to develop
instruments and programs to facilitate the allocation of credit for effective
employment generating activities.
3. If the rates of economic growth achieved through more expansionary monetary policy
do not generate as much employment as projected, the Reserve Bank is committed to
finding new policies and mechanisms, along with the rest of the government, to
achieve these targets.
In short, in the modern, and somewhat annoying parlance of development-speak, the Reserve
Bank has taken on “ownership” of the employment targeting approach, while recognizing its
special obligations to keep inflation and exchange rate instability in check.
Targets and Instruments and All That
In the terminology of targets and instruments used in the monetary policy literature, in this
framework the ultimate target of monetary policy is employment 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 techniques, and credit allocation policies.
Summary
The major lesson of these case studies and auxiliary materials is that there are well thought
out and plausibly viable alternatives to inflation targeting that can focus on important real
sector outcomes such as employment generation, poverty reduction, and investment
enhancement. Table 5 summarizes in schematic fashion the alternatives proposed in the
PERI/Bilkent project. As one can see, there is a range of practical ideas on how to
incorporate "real variables" such as employment, growth and the real exchange rate into
monetary policy making while keeping inflation in check. If inflation targeting is resilient as
the "big idea" of modern central bank policy because many perceive that there is no
alternative, these case studies can provide an antidote by showing that viable alternatives are
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plausible and can be further developed and put into practice. Indeed, as I argue in the next
section, doing so would be consistent with long-standing historical practice.
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Table 5: PERI/BILKENT Alternatives to Inflation Targeting Project -- Summary Table
Country

Argentina

Brazil

India

Mexico

Ultimate
Targets

Inflation,
activity level
employment
external
sustainability
inflation,
exports,
investment

GDP Growth,
inflation, slightly
undervalued
exchange rate
Inflation,
SCRER

South
Africa

Employment,
inflation,
exchange rate
instability

Turkey

Inflation;
SCRER
Inflation;
SCRER

Philippines

Vietnam

Growth, SCRER,
Inflation

Intermediate
Targets

SCRER
Interest rate

Strict Target or
Discretion

Discretion

Inflation rate
SCRER, real
interest rate

Additional
Tools/Instruments

Sterilization, reserve
requirements (other
prudential
requirements), capital
management techniques
Asymmetric managed
float (moving floor on
exchange rate), bank
reserves, bank capital
requirements, bank
capital requirements
Capital management
techniques, if necessary

Central
Bank:
Independent,
Integrated or
Coordinated?
Coordinated

NA

Same as
ultimate
targets

Discretion

Domestic
inflation
measure,
SCRER,
"sliding floor"
on exchange
rate
GDP Growth,
employment
intensity of
production

Discretion

Capital Management
Techniques

NA

Strict
employment
target
(coordinated
with other
institutions),
looser inflation
constraint
Discretion

Credit allocation
techniques (e.g. asset
based reserve
requirements, loan
guarantees, etc.), capital
management techniques

Integrated

NA

NA

Discretion

Capital management
techniques; prudential
supervision of banks;
targeted credit; incomes
policies;
Capital management
techniques; prudential
supervision of banks;
targeted credit; incomes
policies

Integrated

NA

Discretion

Integrated

Integrated

Source: see text;
Notes: SCRER: Stable and Competitive Real Exchange Rate
NA: No Answer, i.e., the issue was not directly addressed.
Central Banks: integrated means integrated into governmental macroeconomic policy making framework;
coordinated means independent but committed to close coordination with other macroeconomic policy-making
institutions.
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V. Central Banks as Agents of Economic Development
The real targeting approach to central bank policy described in the previous section
might seem quite alien to those schooled in the orthodox tradition of inflation targeting and
financial liberalization. But, in fact, policies like those described above historically have been
quite common in both the currently developed and the developing countries (Epstein, 2006).
Over the years, central banks have been seen as agents of economic development, not just
agents of economic stabilization. And while sometimes central banks have failed quite
spectacularly in this mission, there have been other important success stories, including
important periods in the U.S., U.K., France, Germany, Japan, South Korea and India, to name
just a few examples. In continental Europe, the banking system, often directed by the central
bank in conjunction with the ministry of finance, helped to mobilize and direct credit for
industrial development (Pollin, 1995; Grabel, 2000). Even in the U.S. and U.K. these policies
were used to direct policy to promote social sectors such as housing; in the U.S. and the
U.K., central bank policy and regulations were used to promote the financial sector as well.
(Epstein, 2006.)
As for developing countries, Alice Amsden describes the key role that investment banks,
played in the industrialization success stories such as South Korea, Taiwan, Malaysia, Brazil,
Argentina and others, in mobilizing and directing savings to key industrial sectors, and in
particular, those specializing in exports. (Amsden, 2001.) In many of these cases, central
banks were a key part of the governmental apparatus that played a supporting role by
maintaining low interest rates, maintaining capital controls to help stabilize exchange rates at
competitive levels, and sometimes engaging in direct lending for preferred purposes.
In some countries, engaging in these developmental roles while using a wide variety of
instruments was widely seen as a key part of the central bank's mission. After the Second
World War, there was a major transformation of central banking in the developing world. In
many respects, these changes paralleled those in the developed world just described. But in
developing countries, central banks were much more emphatically agents of economic
development then in many richer countries. As described by renowned monetary historian of
the New York Federal Reserve, Arthur I. Bloomfield reported in 1957:
“During the past decade there has been a marked proliferation and development of
central banking facilities in the underdeveloped countries of the world, along with an
increasing resort to the use of monetary policy as an instrument of economic control.
Since 1945, central banks have been newly established and pre-existing ones
thoroughly reorganized, in no less than some twenty-five underdeveloped countries.
In other cases the powers of pre-existing central banks have been broadened … in
large part the recent growth of central banking in the economically backward areas
has also reflected a desire on the part of the governments concerned to be able to
pursue a monetary policy designed to promote more rapid economic development and
to mitigate undue swings in national money incomes.” (Bloomfield, 1957, p. 190.)
Bloomfield goes on to describe the functions, powers, and goals of these central banks.
“Many of the central banks, especially those established since 1945 with the help
of Federal Reserve advisers (emphasis added) are characterized by unusually wide
and flexible powers. A large number of instruments of general and selective credit
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control, some of a novel character, are provided for. Powers are given to the central
bank to engage in a wide range of credit operations with commercial banks and in
some cases with other financial institutions…..These and other powers were
specifically provided in the hope of enabling the central banks…to pursue a more
purposive (emphasis added) and effective monetary possible than had been possible
for most….that had been set up …during the twenties and thirties…(that) for the most
part (had) been equipped with… orthodox statutes and limited powers which
permitted little scope for a monetary policy designed to promote economic
development and internal stability (emphasis added)…” (Ibid., p. 191).
Somewhat surprisingly from the perspective of today’s financial orthodoxy, the Federal
Reserve Bank of New York helped to establish developing country central banks and
encouraged them to have a broad range of monetary and credit powers, especially in contrast
to the orthodoxy of the 1920’s and ‘30’s. Of course, the Federal Reserve continued to be
concerned about the importance of stabilization, controlling excessive credit creation and
maintaining moderate inflation. Still, Bloomfield added:
“But (the central bank’s) efforts need not, and in fact should not, stop here. The
majority of central banks in underdeveloped countries have in actual practice adopted
a variety of measures designed more effectively to promote the over-all development
of their economies. Some of these measures are admittedly outside the traditional
scope of central banking, but central banking in these countries should not necessarily
be evaluated in terms of the standards and criteria applied in the more developed
ones….the central bank can seek to influence the flow of bank credit and indeed of
savings in directions more in keeping with development ends.” (Ibid., p. 197.)
Bloomfield describes the same tools of credit manipulation described earlier: “..selective
credit controls applied to the banking system, through help in establishing and supporting
special credit institutions catering to specialized credit needs, and through influence over the
lending policies of such institutions, it can help to some degree to re-channel real resources in
desired directions, both between the public and private sector and within the private sector
itself.” (ibid., p.198.)16
While many central banks in developing countries adopted a developmental mission,
alongside their stabilization objectives, not all of them succeeded in balancing the two. By
1971, Andrew Brimmer of the U.S. Federal Reserve Board revisited the issue of central
banking in the developing world, and concluded that many of these countries had sacrificed
too much stability for the developmental results achieved. (Brimmer, 1971.) To be sure, there
are many cases where central banks in the developing world failed to prevent balance of
payments crises and excessively high levels of inflation, indeed, even hyper-inflation (See
Maxfield, 1997; Fry, 1995 for a discussion of some of these cases).
Still, there are plenty examples of success stories, where central banks supported the
governmental developmental goals, while maintaining key stabilization requirements, often
by using a variety of monetary instruments, including credit subsidies, capital controls, asset
16

Of course, Bloomfield cautions that; “Such measures would for the most part be justified, however, only to
the extent that they do not conflict with the overriding requirement of financial stability or involve the central
bank in details of a sort that might distract its attention and energies from the effective implementation of a
policy aimed at stability” (ibid; p. 197)
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based reserve requirements, and interest rate ceilings. Today, of course, these policies would
need to be tailored to modern conditions, as described above. But doing so, far from being a
novel procedure, would in fact be well in the established tradition of central banking in both
the developed and developing world.
Credit Allocation and Economic Development in OECD Countries17
A closer look at the experience of credit allocation by some now wealthy OECD countries
might be highly instructive here.
It is well known that following the disasters of the Great Depression and the Second World
War, governments in the UK, Europe, Japan and even the US asserted much greater control
over central banks and the banking industries. (Capie, et al., 1999.) Central banks became,
once again, important institutions for financing and managing government debts accumulated
during the war; and after the war, central banks also became important tools for rebuilding
and restructuring national economies and providing for social needs, often under
government’s direction. Central banks utilized a variety of credit allocation techniques to
accomplish these goals, and in most cases, these techniques were supported by capital and
exchange controls on international capital movements. (See, for example, Epstein and Schor,
1992).
The types of controls central banks used, the goals they were directed to and their degree of
success varied from country to country and time to time. No matter how successful, virtually
all of these central banks had ended or severely limited their use of these controls by the mid
1980’s. Under the neo-liberal play book, these controls, despite their long histories and
many successes, were thrown in the dust bin of history.
Developed Country Central Banks as Agents of Development during the “Golden Age of
Capitalism”18
The great depression of the 1930’s and then the Second World War was a watershed for
central banks in the industrialized world. Virtually all were brought under more government
control and were reoriented to facilitate government priorities. In the United States, the
Federal Reserve was brought under tighter government control in the late 1930’s and then, at
the start of World War II was required to help the Treasury finance the war effort at
relatively low interest rates.19 It remained under Treasury control until 1951, but even after
that, was subject to significant government pressures to support the market for U.S.
government debt that had been accumulated during the war. In addition, the HumphreyHawkins full employment bill obligated the Federal Reserve to pursue polices to support
high employment while controlling inflation. The era of Keynesian policies was at hand.
(Epstein and Schor, 1990).

17

This section draws on my paper "Central Banks as Agents of Economic Development", WIDER/PERI 2006.
I have drawn the material for this section mainly from U.S. House of Representatives, (1972), Zysman
(1987), Hodgman (1972), and U.S. Senate (1981). See also Pollin, 1995 and Grabel, 2000.
19
Though Paul Samuelson, among others remarked that the long term interest rate should have been set even
lower.
18
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The U.S. government had a myriad of financial institutions, moreover, that supported
national goals, notably housing. (Dymski, et al, 1993.) The Savings and Loan banks, along
with other government supported financial institutions, for example, supported housing.
During this period, the Federal Reserve policy was quite sensitive to the needs of the housing
market concerns and even tailored its monetary policy to avoid significantly harming it.
(Maisel, 1973.)
In Europe and England, central banks that had been independent before the War found
themselves subject to state control after 1945 (Capie, et. al., 1999, p 72). During the War,
monetary policy was often implemented through direct controls while interest rates were held
low and constant. Direct controls continued in the aftermath of the war with various credit
allocation techniques. (Capie, et al., 1999, p. 25.)
Credit Allocation Techniques
Credit controls are commonly defined as measures by which the authorities seek to modify
the pattern and incidence of cost and availability of credit from what markets would generate
on their own (Hodgman, 1972, p. 137). Credit controls seek to influence credit allocation and
interest rate structures. (Ibid.) In Europe credit controls have served a number of purposes:
(1) to finance government debt at lower interest rates (2) to reduce the flow of credit to the
private sector without raising domestic interest rates (3) to influence the allocation of real
resources to priority uses and (4) to block channels of financial intermediation and thus to
assist restrictive general monetary policy and (5) to strengthen popular acceptance of wageprice controls by holding down interest income. (Hodgman, ibid.).
European experiences with credit controls varied from country to country. In Germany,
controls were used only briefly after the Second World War. In the Netherlands and the
United Kingdom, extensive use was made of them, but they were always seen as temporary
and short-run expedients. In the Netherlands, credit controls were used to support
macroeconomic policy, rather than credit allocation. In the United Kingdom, the principle
aim of controls was to facilitate low cost government debt. The government was concerned
about the impacts of high interest rates on the bond market, on income distribution and on the
balance of payments. A more limited aim of the quantitative ceilings was to guarantee a flow
of short term credit at favorable interest rates to high priority activities such as ship building
and the finance of exports and productive investment in manufacturing. Credit ceilings were
put into place, and exemptions were sometimes made for priority sectors (Hodgman, 1972, p.
144). Moreover, the Bank of England identified sectors for which credit should be limited,
such as consumption and the financing of imports. In England, as elsewhere, these credit
controls were accompanied by exchange and capital controls.
In these countries, the controls and techniques were often seen as transitional and temporary.
On the other hand, France, Italy and Belgium were a different story. There, the principle of
controlling credit flows and interest rates to serve national interests was widely accepted.
France had, perhaps, among the most extensive and successful sets of controls, that were part
of the government’s overall approach to industrial policy. The Bank of France was
nationalized in 1945, and placed under the National Credit Council, the institution in charge
of implementing the financial aspects of the government plan. (Hodgman, p. 147; Zysman,
1987.) The broad aim of credit policy in France was to contribute to the modernization of the
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French economy and its ability to compete in international markets. To influence the volume
and allocation of credit, the Bank of France used various methods (see Hodgman, 1972, p.
148 and Zysman, 1987, for descriptions).
Asset based reserve requirements were widely used. Banks have been required to observe
minimum reserve requirements with lower rates on privileged assets. A second technique –
ceilings on credit extension – has also been used. The ceilings were used to reduce credit
expansion without raising interest rates, and also to allocate credit: priority sectors were
exempted from the ceilings. These included short-term export credits, medium-term loans
for construction, and others. These ceilings applied to a large range of financial institutions,
and were accompanied, as well, by capital and exchange controls as an important
concomitant. (Hodgman, 1972. pp. 148-149; Zysman, 1987.) A third tool was the scrutiny of
individual credits made by banks. This allowed the Bank of France to approve loans for
privileged purposes. Another approach to affecting the allocation of credit involved the use
of rediscounting of bills for priority purposes (ibid., p. 151).20
Zysman (1987) has emphasized the role of these credit allocation techniques in helping to
revive the French economy and help it adjust to structural challenges in the post war period.
This role has been facilitated by the existence in France of a bank based financial system,
unlike the capital market based systems in the U.S. and U.K., which, according to Zysman,
make such credit allocation mechanisms more difficult to implement (see also Pollin, 1995
and Grabel, 2000). Italy and Belgium also used similar policies. In the case of Italy, a major
goal was to help develop the southern part of the country. (U.S. House of Representatives,
1972, p. 11.)
Oddly enough, there has not been a comprehensive statistical analysis of the effectiveness of
these controls over a range of industrial countries. The studies that have been done report that
the controls were effective (ibid; p. 145). More broadly, the general consensus of analyses of
these experiences is that they are most successful when the controls apply to a broad swath of
the financial sector in order to avoid arbitrage and avoidance, when they are accompanied by
capital and exchange controls, to avoid capital flight, and when they are part of a coherent
plan of economic promotion and development (Zysman, 1987; Hodgman, 1972; U.S. Senate,
1972; U.S. House of Representatives, 1981). These same lessons apply to developing
countries as well.
The Neo-liberal Order
To be sure, not all of these efforts were successful. Yet most accounts suggest that some, if
not many of them were useful in reaching important social goals including rebuilding
industry, supporting housing and financing the overhang of government debt acquired during
20

Analysis by Lester Thurow and the U.S. House Banking Committee in the early 1970’s identified three main
techniques for protecting or promoting priority sectors: (1) asset based reserve requirements (2) government
borrowing in the capital market and re-lending to preferred sectors and (3) competition by government financial
institutions for primary saving flows and lending captured flows to preferred sectors (for example, through the
government postal savings system). In the case of Sweden, asset based reserve requirements were used to aid
the housing market. (ibid.) In Japan, government savings institutions were used to capture personal savings
flows and these were channeled by the finance ministry (of which the Bank of Japan is a part) to industries that
were perceived to most preserve economic growth. (Ibid., p. 13.)
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the war while avoiding massive shifts in wealth toward rentiers. Still, by the 1990’s many if
not most of these programs had been swept away. The increase in inflation, elimination of
exchange and capital controls, and the break down of the Bretton Woods system all
contributed to the dramatic changes in financial markets and policies. Still, rather than seeing
this evolution to liberalized financial markets and central banking policy as a conjunctural
change, economists and policy makers have identified the current confluence of policies and
structures as somehow “modern”, even optimal, and therefore worthy of emulation
throughout the globe.

VI. Conclusion
In this paper, I have argued that the current day orthodoxy of central banking -namely, that the top priority goal for central banks is to keep inflation in the low single digits
– is, in general, neither optimal nor desirable. This orthodoxy is based on several false
premises: first, that moderate rates of inflation have high costs; second, that in this low
inflation environment, economies will naturally perform best, and in particular, will generate
high levels of economic growth and employment generation; and third, that there are no
viable alternatives to this "inflation-focused" monetary policy. In fact, moderate rates of
inflation have very low or no costs; countries where central banks have adopted formal or
informal inflation targeting have not performed better in terms of economic growth or
employment generation and even the impacts of these regimes on inflation itself is a matter
of dispute. And there are viable alternatives to inflation targeting, historically, presently, and
looking forward. Historically, countries both in the currently developed and developing
worlds had central banks with multiple goals and tools, and pursued broad developmental as
well as stabilization goals. Currently, very successful economies such as Argentina, China
and India have central banks that are using a broad array of tools to manage their economies
for developmental purposes. And looking forward, the PERI/Bilkent project on alternatives
to inflation targeting and PERI's UNDP work on South Africa have developed an array of
"real targeting" approaches to central banking which we believe are viable alternatives to
inflation targeting and, in particular, do a better job than does inflation targeting of balancing
the developmental and stabilization functions of central banks.
I have also argued that inflation-focused monetary policy has an insidious impact on central
banks and, indeed, on the whole macroeconomic policy apparatus. It creates in central banks
a culture of single-minded inflation focus, or even inflation obsession. Hundreds of
thousands and even millions of dollars are spent on studying every aspect of inflation and
few aspects of unemployment; thousands of hours of the time of highly scarce, skilled
economists are spent pouring over complex models designed to show how to get inflation
down from 8% to 4%, but not how to create a single high paying job; and if other
government officials or those in civil society ask the central bank to do something about
employment creation, the central banks can respond, "that's not our job".
In short, more than anything else, the cost of inflation-focused monetary regimes is to divert
the attention of the some of the most highly trained and skilled economists and policy makers
in developing countries away from the tasks that previous generations of central bankers took
for granted as being their main job: to help their countries develop, to create jobs, and to
foster socially productive economic growth. It is time to return to an earlier generation of
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central banking where central banks were seen as agents of economic development, including
as agents of employment creation. But, it is always crucial to keep in mind this modern
lesson: central banks must balance their developmental goals with the crucial task of
macroeconomic stabilization. Otherwise both stabilization and development will be lost.
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