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Introduction

This research paper critically reviews the New ManePolicy Consensus
(NMPC) and outlines pro-poor alternatives to thensiaeam policies associated
with it.* The paper is divided into five sections. The fostlines the NMPC and
its key policy recommendations, inflation target(ihf) and central bank
independence (CBI), and assesses the performamaiatibn targeting regimes
(ITR). The second reviews the main implicationgndition and examines the
theory of inflation undergirding the NMPC. The thizonsiders the potential costs
and pitfalls of IT and CBI. The fourth analyses éx¢ent to which this policy
framework is applicable to the developing (poor amddle-income) countries.
Finally, the fifth section reviews the pro-poor igglframework proposed by
UNDP and outlines monetary and anti-inflation pieccompatible with pro-poor

goals.

Since the early nineties, the NMPC has becomedhardhnt (‘best-practice’)
monetary policy paradigm in several rich and middlme countries. This
consensus is not simply a fad. Its popularity ammagnstream economists and
policy-makers is based on its theoretical strendtiesalleged successes of
countries implementing IT and CBI and, at a dedépezl, on the elimination of
several shortcomings of the anti-inflation strag¢sgattempted after the collapse of
the Bretton Woods System, especially money suppliyexchange rate targeting.
In this sense, the NMPC offers a well thought-@sponse to a thirty-year-old
riddle: how to anchor domestic monetary systentherpost-Bretton Woods era?
The difficulties of stabilising dynamic credit-mgneconomies with bloated
financial systems in the absence of exogenous asthdhe value of money
cannot be underestimated — but these problemsliemreresolved in different
ways recently. The period of global inflation asated with the collapse of the

postwar boom has now ended, and inflation is ngdom serious problem in the

! The term NMPC is suggested by Arestis and Savwg@0x).
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vast majority of countries. IT and CBI are onelwdge possible solutions, and

they are informed theoretically by the NMPC.

The success of this new monetary policy paradignoisimply the triumph of
reasoned academic debate and informed policy-makirgg to a much greater
extent, the outcome of a profound reorganisatioglabal social relations and the
transformation of economic policies in most cowgriwhich is usually called
‘neoliberalism’. The social and political condit®anderpinning the
implementation of the NMPC cannot be addresselisnpaper for reasons of
space. This paper is limited in two other waysst-it does not consider the
problem of inflation stabilisation, because IT &8l arenot stabilisation
strategies — they are appropriate only for cousitibere inflation has already
been subdued. Second, the paper does not offéaideddirst-hand assessment of
the performance of ITR in different countries (alilgh it does survey the existing
assessments), because this is impossible at thivety early stage. These are

worthwhile objectives, and they should be addressedater stage.

The analysis below departs from three key assumgtiirst, mass poverty is the
most important problem faced by the developing toes and its elimination
should be their governments’ main priority. Thisias not only important in

itself; it is also mandated by the United Natidm®tigh its Millennium
Development Goals (MDGs), determined at the UN éilium Assembly of
September 2000. Second, rapid and sustained grbaitimce of payments
equilibrium, inflation control, industrial develo@nt, and other conventional
parameters of economic ‘success’ have no valueemselves. They are, instead,
instrumentdor the elimination of mass poverty and the achmeent of secure,

sustainable, equitable and empowering human dewveop Third,

2 ‘[Clentral banks appear to have learned how tantaai inflation at a low level. For many
central banks, this new era has been charactdizedntral banks adopting implicit or explicit
inflation targets’ (Bordo et al 2003, p.1).
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macroeconomic policy instruments and, specificatipnetary policy, can

contribute to the elimination of mass poverty.

From this pro-poor viewpoint, conventional (maiesin) economic strategies
have been largely unsuccessful. The stabilisatmhsaéructural adjustment
policies implemented in many poor countries dutimglast twenty-five years
have failed to trigger rapid economic growth anel shstained reduction of
poverty. Perversely, these policies are not satfembing, and their perceived
failure often leads to the intensification of thegoing programmes, under even
closer supervision by the IMF, the World Bank, tf& Treasury Department and

most aid agencies:

How to explain that after sustained involvement arahy structural
adjustment loans, and as many IMF’s Stand-byscAfriGDP per capita
has not budged from its level of 20 years ago? b\@e in 24 African
countries, GDP per capita is less than in 1975,imd@ countries even
below its 1960s level ... How to explain the reeane of Latin crises, in
countries such as Argentina, that months priohéodutbreak of the crisis
are being praised as model reformers ... How tée@xphat the best
‘pupils’ among the transition countries (Moldovagdegia, Kyrgyz
Republic, Armenia) after setting out in 1991 withdebt at all, and
following all the prescriptions of the IFls, finddmselves 10 years later
with their GDPs halved and in need of debt-forgas&s? Something is

clearly wrong’®

The introduction of poverty reduction strategy pag®RSPs) has made no

significant difference, and it has become clear thast poor countries —

% Milanovic (2003, p.679).



especially the poorest sub-Saharan African cowiwill not achieve their

MDGs under the current policy framewdtk.

These limitations of the mainstream developmeatetyy are especially obvious
in the field of monetary policy. Since the earlpeties, mainstream theory and
policy prescriptions have increasingly shifted todgathe NMPC, and many
developing countries are being pressurised to ibtha monetary policy
framework and to enshrine permanently low inflateanong their key policy
objectives. This paper argues that this is misglidée NMPC systematically
exaggerates the costs of inflation for the poodenestimates the output, income
and employment costs of locking in very low inftatithrough IT and CBI, and
downplays the economic, social and political conseges of imposing an
exceptionally rigid institutional framework for metary policy.

It is both legitimate and urgent to consider prapmonetary policy alternatives
for the developing countries, which should be cotmbpawith MDGs and with
broader human development targethe analysis and recommendations included
in this paper build upon previous work of the UN@Bpecially through the Asia-

Pacific Regional ProgramnieThis paper does not aim to offer a ready-made set

“[T]he story of the 1990s can be summarised ie¢hmain points. First, progress was made but it
was too slow for reaching the agreed targets by 28&cond, in many cases less progress was
made in the 1990s than in the 1970s and 1980sd,Tiiuch of the modest progress by-passed the
poor. The countries and the people who most netedsele progress frequently saw the least of it’
(Vandemoortele (2004, p.5).
® ‘There is universally a greater recognition todéyhe need to place poverty reduction as the
central objective of the process of developmenis, therefore, essential to search for a national
development strategy that seeks to achieve humaiafement which is secure, sustainable,
equitable and empowering for bulk of the populati®terhaps the most powerful manifestation of
a global commitment to poverty reduction is thel&fihium Declaration ... The concern for pro-
poor policies is the consequence of a deep-rodggitldionment with the development paradigm
which placed exclusive emphasis on the pursuitefith in many situations, the process of
growth was accompanied by rising inequality suett the so-called trickle down effect was either
weak or non-existent’ (Pasha 2002).
® ‘“UNDP’s approach is to help countries identify thest promising sources of growth and target
inequality, both as an impediment to growth andrasbstacle to converting growth into progress
against poverty. The recent evidence that inequiahtibits economic growth invalidates the
conventional argument that a policy of redistribotivill merely lead to sharing poverty, not

8



of policy alternatives, but it seeks to providel@form for their development. It

is argued below, first, that rapid economic growstlssential for poverty
reduction, but growth, inflation control and excgamate stability shouldot be

the main objectives of government policRRather, governments should be able to
count on all available instruments — including mang policy tools — in order to

further their pro-poor development strategy.

Second, the combination between growth and eqéfiéysothe best opportunity
for translating expanded production capabilitigs moverty reduction and human
development. This combination is policy-driven. EXpnce shows that the
impact of growth on poverty can be highly differelefppending on the economic,
social and political features of the society, dmel policies accompanying the
process of growtf It is therefore essential to

forge consistency between the macroeconomic frameamd the national
poverty reduction strategy. This is usually intetpd as a ‘one-way’
consistency, in which the anti-poverty strategy toeadjust to a fixed and
rigid macroeconomic framework. However, both shdagdointly

determined to serve the overriding objective ofgroyreductior’.

Third, monetary policy can play an important supipgrrole in this development
strategy, and this paper outlines some of the wayshich this can be achieved.

This is not meant to offer a policy blueprint applle to all countries. This paper

wealth. Equity is good for the poor because itdedjfor growth as well as for ensuring that its
benefits are widely shared among the populatioND® 2002).

"If it can be demonstrated that fast economic ghois always accompanied by rapid poverty
reduction, as a result of the ‘trickle-down’ effeitten such strategies can focus, more or less,
exclusively on achieving faster growth. Howevethit is not necessarily the case, then the
pursuit of growth will have to be combined with efifort at achieving more pro-poor growth
through a degree of redistribution of assets andnres in the economy. This would have
significant implications on the nature of anti-pdyestrategies’ (Pasha and Palanivel 2004, p.1).
8 See Pasha and Palanivel (2004, pp.1-2).

° UNDP (2002).



argues that inflation is a socially and historigalpecific process, and its causes
are always very complex and concrete. By necessityinflation policy is also
similarly specific. In spite of this, there are netary policy lessons to be learned
from theory and experience, and general guideloé® followed within a
broader pro-poor policy framework. This researchgpaims to contribute to the

development of this new analytical and policy ajgio

10



1 — The New Monetary Policy Consensus

The new monetary policy consensus (NMPC) belongsedamily of monetary
policy approaches based on nominal anchors. Otketbars of this family
include the gold standard, currency boards and gnsapply targeting, with
which the NMPC has a lot in common (see sectior22.The NMPC evolved
gradually, drawing on the insights of the monetarisw classical and new

Keynesian schools of thought.

This section reviews, in four parts, the main feagwf the NMPC. The first
outlines the essential aspects of the consensuscialy IT and CBI. The second
explains the anti-inflation policies associatedwihlie consensus. The third
reviews the advantages of the NMPC vis-a-vis itgsteeam predecessors, and

the fourth assesses the performance of inflatiogetang countries.

1.1 — The Consensus
This section briefly summarises the theoreticalarpohnings of the NMPC. The
new consensus departs from four basic propositaiesyssed below, concerning

the costs of inflation, the scope for monetary@gliT and CBI*

1.1.1 — The Costs of Inflation

The NMPC claims that inflation is costly and thaghor variable inflation can be
very costly. Inflation distorts the tax system, exdates price volatility and

reduces the transparency of the relative pridesreases the riskiness of nominal

! Seejnter alia, Agénor (2001), Arestis and Sawyer (2005, forthicmnand Mishkin (2004).

2 Meyer (2001) offers the following definitions ofige stability, drawing on Paul Volcker and

Alan Greenspan: ‘A workable definition of reasomatgrice stability” would seem ... to be a

situation in which expectations of generally ris{iog falling) prices over a considerable period are

not a pervasive influence on economic and finarméilavior. Stated more positively, “stability”

would imply that decisionmaking should be able tocged on the basis that “real” and “nominal”
11



contracts and contributes to malinvestment anduresamisallocatiofi.It also
taxes money-holders arbitrarily and regressivedgdnse the poor tend to hold a
larger proportion of their assets as cash, anddheyjess able than the rich are to
avoid paying the inflation tax. Inflation also lesaid demonetisation, lower
savings, lower financial system depth and efficierand it stimulates capital
flight into foreign assets, precious metals, orrodpctive real estate. These costs
and inefficiencies imply that economies experiegdirgh or variable inflation
over long periods will tend to perform poorly, ahey may even face social and
political unrest. Conversely, price stability reda@conomic costs, increases the
efficiency of the price system, and it can helpgébenomy achieve higher long-
term GDP growth rates.

1.1.2 — The Real-Monetary Dichotomy

There is a real-monetary dichotomy in the econofime first implication of this
dichotomy is that the long-run Phillips curve istiel. In other words, there is no
long-run trade-off between nominal variables, saslinflation, and real variables
such as output, output growth or unemployment. & neaty be short-run trade-
offs between them, and monetary policy can infleereal variables transitorily.
However, it cannot fine-tune the level of outputanployment because its short
and medium-term impact on the real variables isiated by unpredictable lags.
In the long-term, as was explained above, mongtaligy is neutral: the economy
will supposedly adjust to the natural rate of unEyment, the NAIRU, or the
equivalent rate in other models at any inflatioer&ince inflation has significant

values are substantially the same over the plartmingon — and that planning horizons should be
suitably long’ (Volcker), or ‘We will be at pricaahility when households and businesses need not
factor expectations of changes in the average Evalices into their decisions’ (Greenspan).
% See, for example, Agénor (2001), Bernanke and kitisf1997, pp.106, 109) and Fischer, Sahay
and Végh (2002, p.876-7).
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costs (as was shown in section 1.1.1) but bringesmg-term benefits, inflation

control is an important economic policy objective:

[1]f one believes that, in the long-run, there estrade-off between
inflation and output then there is no point in gsmonetary policy to
target output .... You only have to adhere to]viesv that printing money
cannot raise long-run productivity growth, in ordebelieve that inflation
rather than output is the only sensible objectifveonetary policy in the

long-run?

The second implication of the real-monetary dichotas that, in the long-run,

inflation is determined by excess money supply:

Few economists would disagree that inflation igyidton Friedman
taught us long ago, always and everywhere a mongteenomenon ...
[M]onetary policy ... determines the rate of infbet in the long-run. While
... supply shocks — such as abrupt changes inribe @f energy or food
unrelated to the overall balance between aggretgateind and supply —
can result in short-run changes in inflation, salehnges in inflation can
persist only if central banks accommodate themtri@ebanks therefore
must accept full responsibility for inflation inghong-run and have the

tools to achieve price stabilify.

Presumably, adverse supply shocks or rigiditiesys$eof trade shifts, distributive

conflicts and changes in expectations have onimadd impact on inflation.

4 Mervyn King, current Governor of the Bank of Englacited in Arestis and Sawyer (2005). Fed
Governor Laurence Meyer (2001) similarly claimsttinonetary policy ... cannot affect the level
of output or its growth rate in the long-run, otligsn by maintaining low and stable inflation.
Therefore, the objective of price stability shobklassigned to monetary policymakers, but the
objective of high and rising living standards slibnbt be’. See also Agénor (2001, p.3) and
Mishkin (1998, p.1).
® Meyer (2001).

13



They either fade away gradually or cancel eachraibtover time. In contrast,

monetary control is essential at all times in otdesvoid persistent inflation.

It is difficult to deliver monetary control becausktheinflation biasdue to the
time-inconsistency problem: myopic policy-makergéan incentive to misuse
the short-term power of monetary policy to infldte economy for crass electoral
reasons even though this is ultimately destabdisind inflationary (the political
business cycleé) The ‘rational political business cycle’ offers ariation of this
argument, suggesting that an inflation bias mageaais the rational response of
the private agents to uncertainty asuture government policy, or their belief that
the government may artificially inflate the econoatysome point. Once this
possibility has been factored into their inflatexpectations there will be inflation
even though government policy has not actually ghdr(yet)’ Milton Friedman
famously proposed his fixed money supply growtle (mhoney supply targeting)
in order to limit the politicians’ access to mongtpolicy instruments and remove
this inflation biasNominal anchorsuch as money supply targeting discipline the
behaviour of the central bank and, indirectly, ploéticians, helping to remove

the inflation bias from the econorfly.

In sum, price stability is the most important cdnition that monetary policy can
give to social welfare. Attempts to use monetarycgdo achieve other goals,
such as higher output or employment, may conflith wrice stability and can

introduce a persistent inflationary bias in therexay.

® See Gartner (2000, p.529).
" See Forder (2003, p.22) and Mayes (1998, p.8).
8 ‘A nominal anchor is a publicly announced nomivaliable that serves as a target for
monetary policy. A nominal anchor fosters pricésiiy by constraining the value of money
and thereby tying down inflation expectations. Ppl¢ential nominal anchor choices
encompasses those based on convertibility intavaraadity, generally specie, such as gold
or silver; the currency of another country; a comrarrency in a currency union; a
monetary target, an exchange rate target, andflation target’ (Stone and Bhundia 2004, p.5).
See also Mishkin (1998, p.1).

14



1.1.3 — Inflation Targeting

The government should signal its ‘explicit acknadgement that low and stable
inflation is the overriding goal of monetary poliepy setting a legally binding
numerical inflation target (IT), that should be gued by an independent central
bank (see section 1.1.#8)The IT can be either an interval or a point, anday
include tolerance margins (see section 1.3.1).ITrehould be th@nly nominal
anchor in the economy, as it cannot be pursuedisineously with money

supply, wages, employment or exchange rate ta(geg¢ssection 3.3

The inflation targeting regime (ITR) operates attiple levels'? At the level of
government, it institutionalises ‘good’ (i.e., cengative, see section 1.1.4)
monetary policies, increases the transparency ecabatability of central bank
actions, and provides guidelines for other policespecially fiscal, employment
and exchange rate policies. From the point of vaéthe private sector, ITR
offers clear objectives for government policy (nstsense, it operates like
exchange rate targeting regimes, and in sharpasintith money supply
targeting systems). ITR also provides a trendHeribflation expectations and
indications about future government policies. Tils reduce uncertainty and
facilitate economic planning and co-ordination asrmarkets, lowering the

adjustment costs and assisting the consolidatidheohew, low inflation

° Bernanke and Mishkin (1997, p.97).

% The hallmark of inflation targeting is the ann@ement by the government, the central bank, or
some combination of the two that in the futuredbatral bank will strive to hold inflation at or
near some numerically specified level’ (Bernanke Kfishkin 1997, p.98).

1 See Debelle et al (1998).

2 The preconditions for this policy regime are ekpda by Eichengreen (2002, p.7).
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regime®® If it is implemented competently, ITR can be highliccessful — it can

even ‘deliver as much price level stability as enowodity [gold] standard**

The transition costs to the new policy regime, \urace measured by the extent
and duration of any fluctuation of the level of jput, are usually low. They
depend largely on the credibility of the governngnbmmitment to the ITR and
the reputation of the central bahkThe more credible the government’s
commitment and the better the central bank’s rejmuntathe faster the
expectations will converge to the IT and the lother output costs of reducing
inflation (the ‘sacrifice ratio’). Hence, ‘imperfecredibility may require the
central bank to target inflation [more] rigidl§ implying that there is a transitory
trade-off between credibility and flexibility. Iin¢ short-term, making the regime
credible requires the authorities to abdicate fetrort-term flexibility and policy
discretion. However, in the long-term, having acedicredibility the authorities
will have more scope to be flexibléOnce established, ITR will bring other
benefits in addition to policy flexibility. They atude lower and more stable
inflation, higher economic growth rates, and a peremtly lower sacrifice ratity

These potential benefits suggest that other govenbpolicy objectives — such as

13 T]he credible commitment of the monetary authpto a numerical target may also contribute

to better coordination among agents and marketseXample, announcing inflation targets may
reduce the reaction of agents to inflation newtherdependence of specific prices on formal or
informal indexation mechanisms, aligning expectatioloser to central bank actions’
(Landerretcheet al 2001, pp.7-8). See also Gavin (2003) and ME@01).
“Bordo et al (2003, p.1).
13 ‘Monetary policy works both through the settingeofarget short-term nominal interest rate and
by the expectations policymakers induce in the @igtkwittingly or unwittingly, about the course
of future policy. To the extent that market pagants correctly anticipate future policy moves,
long-term interest rates will move in responsexXpeetations of future moves in short-term rates,
in effect, speeding the response of aggregate diwamonetary policy’ (Meyer 2001).
'8 Eichengreen (2002, p.36); see also Agénor (2068) pin other wordssredibility is
determinecex ante by the perceived commitment of the central banthé new policy regime.
Reputationis establisheéx poston the basis of the bank’s performance.
" Debelle et al (1998); see also Agénor (2001, g2, 26, 62-3), Bogdanski et al (2000, p.5)
and Mishkin (1998, p.27).
18 See Fontana and Palacio-Vera (2002). The sacriitie is usually computed as the ratio of the
sum of deviations of potential from actual outmlivjded by the decline in inflation (Landerretche
et al 2001, p.6n6).
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employment generation, economic growth and incoisigiloution — should be

subordinated to the IT (see section 1.3.4):

A mandate to pursue an inflation target, a readerddyree of instrument
independence, and public accountability make ugitsieset of initial

conditions for adopting inflation targeting. Otladgjectives, such as wage
rates, the level of employment, or the exchangemaist be subordinated

to the inflation objectivé?

In contrast with money supply or exchange rateeti@mg regimes, under ITR the
central bank does not make policy decisions basezlirent developments, past
data or arbitrary assumptions. The long lags imtlb@etary policy transmission
process imply that bank policies must be guidetubyre trendsespecially
inflation forecasts conditional on the probablee@lepment of the exogenous
variables (see section 1.2). In doing this, thareébank will respond to
inflationary pressures before they have become dddzkin the agents’
expectations and in the wage and price settinggss®s, which would increase
the costs of stabilisation. In this sense, thiscyalegime may usefully be called

inflation forecast targeting

The important role of future developments for fhadicy regime supposedly
makes monetary policy transparency and central hao&untability essential for
inflation targeting. Transparency (or openness)aswbuntability concern the
clarity of the central bank’s commitment to the #hd its regular assessment of
government policy and its likely consequencesrifiation. This includes, for
example, the publication of perioditflation Reportssetting out the central
bank’s analysis of recent developments and itgtiih forecasts, regular
statements to Parliament, press briefings, andis@dransparency and
accountability allow the economic agents to assdwther deviations from the IT

19 Carare et al (2002, p.5).
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or policy adjustments are due to random shocks;yblunders or, more
worryingly, lack of commitment to the announcedigiek. Increased
transparency and accountability reduce the lag @mtvwmonetary policy changes
and their effects on prices and wages, increasieig éffectivenes$’

In spite of its advantages, IT is not always appete for all countries and
circumstances (see section 4). In particular, ¢imeditions should be satisfied in
order to make this policy regime viable. Firsthi& monetary authorities should
have effective policy tools and autonomy to deflmym (see section 1.1.4).
Second, the absence of fiscal dominance; in otloedsy fiscal policy
considerations cannot play a determining role icnm@conomic policy
decisions™ This requires that government borrowing from thetral bank should
be strictly limited, and that public sector fundisigould rely on a broad tax base
and an efficient tax system, rather than on seagmrThird, the rate of inflation
should be low enough at the start to ensure a nelé® degree of monetary
stability and central bank control (in other worllsjs not a stabilisation policy;
see section 1.4.3¥.Fourth, the financial market needs to be suffitjen
developed, deep and efficient to absorb placenwngablic debt, such as
treasury bills or bonds, and to avoid financiatahgity, which could side-track
monetary policy?® Fifth, absence of external dominance, in othemspthe
country’s balance of payments should be sufficiestitong to allow monetary
policy to focus on inflation control in the faceadverse external shocks (see
sections 3.3 and 4.2).

20 See Debelle et al (1998).
2L See Agénor (2001, p.22-3).
2 See Carare et al (2002, p.13).
231 A] safe and sound financial system is ... a sseey condition for the success
of an inflation targeting regime. A weak bankingteyn is particularly dangerous. Once a
banking system is in a weakened state, a centrdd @nnot raise interest rates to sustain the
inflation target because this will likely lead taallapse of the financial system. Not only can
this cause a breakdown of the inflation targetiegjme directly, but it can also lead to a
currency collapse and a financial crisis that aismle the control of inflation’ (Mishkin 2004,
pp.6-7). See also Carare et al (2002, p.4).
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These are not straightforward requirements. Omtigehand, a country may move
towards ITR even if not all elements of the packagein place, since the
increased economic stability and the enhanced lafiégiof the government’s
policies will help to create the conditions for finether success of ITR. On the
other hand, however, the initially low credibiliby the new policy regime —
especially in countries historically plagued byhigflation, economic instability
and weak institutions, implies that exceptionalijt monetary policies will be
required at the beginning. This will negativelyeadf the fiscal balance and,
potentially, financial stability. However, in timthe economy will adjust to the
new regime and monetary policy can be relaxed withoy loss of control over

inflation (see above}

4 See Fraga et al (2003, p.23).
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1.1.4 — Central Bank Independence

In the NMPC, CBI is essential for inflation targegi Perceptions of the role of
the central bank in anti-inflation programmes helkanged significantly over
time (see Figure 1, which is also included in ApigrA). The first generation of
models of CBI draws on Friedman’s (1968) proposahoney supply targeting
and on the pioneering work of Kydland and Presd&@v7), who argued that
monetary policy ‘rules’ lead to higher levels ot&d welfare than ‘discretiorf>
Rogoff (1985) developed their work, and claimed ththe social loss function
includes both deviations of inflation and outpunfr their optimal levels, losses
could be minimised if monetary policy is guideddgonservative central banker
(the banker’s preferences remain unexplained srttodel, but see section 326).
A ‘conservative’ central banker places a highergheon inflation stabilisation in
her/his objective function than society as a wifoke, the representative
government), although s/he is not necessarily ucemred with unemployment.
The central banker’s preferences and reputaticatei@ tendency towards
disinflation that will partly compensate for thdlation bias identified by Kydland

and Prescott.

These first-generation models imply that CBI calp e reduce the rate of
inflation because it insulates monetary policy fritva political prices. This
minimises the time-inconsistency problem creategdiitical pressures to

explore the short-run Phillips curve through overkpansionary monetary policy.

%5 ‘Arguably, the most important result in politicakcroeconomics has been that democratic
governments, or central banks with representatigéepences, tend to generate inefficiently high
inflation rates, without the benefit of reapingtiag output gains beyond potential output. While
thisinflation biaswas initially rationalized in the context of detenistic models ... much of the
recent discussion surrounding this issue makeegmty in a stochastic framework. Only there
does the possibility of a conflict arise betweeardauction in the inflation bias on the one hand and
optimal stabilization, i.e. the right intensity thie policymaker’s response to supply shocks, on the
other hand’ (Gartner 2000, p.528). See also Fdrddr) and Mendonca (2002).
% For a critique, see Lapavitsas (1997).
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Figure 1: Models of Central Bank Independence anddflation Targeting
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Given CBI, the appointment of a conservative cetiaaker whose preferences
are more inflation averse than the government’stions as a commitment device
that helps to maintain lower inflation rates thamud otherwise be possibfé.
However, the cost of low inflation is increasedpuitinstability — in fact, the

more conservative is monetary policy the smallenttriance of inflation, but the

higher is the variance of outpfit.

The assumption that the central bank is primaagponsible for achieving price
stability is the point of departure of the secoedeyration of models of CBI.

Given the limitations of Rogoff's conservative aahbanker, the key problem
becomes the institutional framework that is mostduive to the elimination of
the inflation bias. Drawing on principal-agent thedNValsh (1995) suggested that
optimal contracts could be drawn for the centraldeas, penalising them if
inflation deviates from the target set by the gaweent. This approach is
supposedly compatible with political democracy,aaese the central bank will
attempt to pursue the government’s objective d&tidn minimisation regardless
of any differences between the bank and the goventiobjective functions, or

the existence of information asymmetries.

The third generation of models combines the argusnégeveloped previously.
These models claim that CBI and IT are the mogtible, reliable and lowest-
cost institutional arrangements for addressingithe-inconsistency problem.
Typically, Svensson (1997a) grants autonomy tordrakbank that is held
responsible for the achievement of a given IT. Ssen rejects the idea of
performance contracts for the central bankers ksecatipractical difficulties
(e.g., it would be politically unpalatable to re@dhe central bankers financially

for achieving low inflation at the expense of extamally high unemployment).

2" See Alesina and Summers (1993, pp.151-2) and 42000, pp.528-30).

% See Gartner (2000, p.532). Barro and Gordon (1,933ad Backus and Driffill (1985) draw

even more extreme conclusions from the work of kgdland Prescott, pointing out that there

would be advantages in the central banker beingmedly inflation-averse; see Forder (n.d.).
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However, Svensson also shows that the IT can efédgtmimic the optimal
incentive contracts, so there is no macroeconogifopmance los&’ This
generation of models implies that the choice betwegation and output
stabilisation depends on the parameters of thelgmoht hand, especially how
often shocks occur and how big they are. If shacksare, the conservative
central banker tends to dominate a representativergment; otherwise, the
choice of a more liberal central banker could bee@ptimal®

The distinguishing features of CBI are the insiitaalisation of the primary
responsibility of the central bank for achieving i, the appointment of its
directors for fixed terms (preferably not coincigliwith the mandate of the
country’s president or the legislators, in ordeetsure policy continuity), and the
regular assessment of the bank’s performance thrtheytrajectory of inflation
and the bank’s reports to the government, the legi® and the medi&.At a

more specific level, the institutional arrangemamntderpinning CBI may vary
between countries and over time. These potenfii@rdnces may include the
precise duties of the bank, the policy instruméimés it controls, its degree of
administrative autonomy, the institutional relasbip between the central bank
and other government departments, the procedumgforinting bank directors

and the limits on government borrowing from thelo¥rin spite of their practical

29 See Agénor (2001, p.24), Gartner (2000, p.537)Mistikin (1998, p.19).
% See Gartner (2000, p.531).
31 ‘Few economists would disagree that inflatiorais Milton Friedman taught us long ago, always
and everywhere a monetary phenomenon. This wasteiatkerpreted as a statement about a tight
relationship between money growth (controlled by ¢kntral bank) and inflation. Today, it is
recognized that even if the relationship betweeneyarowth and inflation has weakened,
perhaps because of financial innovations, centiakb can achieve their inflation targets by
adjusting their preferred instrument, typically soshort-term interest rate. Hence, monetary
policy still determines the rate of inflation irettong-run. While it is also well understood that
supply shocks — such as abrupt changes in the girieeergy or food unrelated to the overall
balance between aggregate demand and supply -esalhin short-run changes in inflation, such
changes in inflation can persist only if centrahkemaccommodate them. Central banks therefore
must accept full responsibility for inflation inghong-run and have the tools to achieve price
stability’ (Meyer 2001).
%2 3See Grilli et al (1991); see also Arestis and Sav(§998a).
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significance these details will be ignored in witdliows, in order to permit a

general assessment of the NMPC.

Presumably, CBI would limit the influence of thdipolans over economic
policy-making, greatly reducing or eliminating urteénty, time-inconsistency,
the political business cycle and the inflation blasthis sense, CBI could improve
economic performanc®.Even though it limits the power of the politicia@BI is
allegedly not inimical to democracy because thaéraébank regularly reports to
Parliament and the public. At a further remove,lihek’s performance is
assessed continually through the credibility oflffe, the public’s expectations,
and the trajectory of inflation — the bank’s indegence does not create a

‘democratic deficit’.

Finally, the central bank must be technically cotepe(informed by mainstream
economic theory and run by experts, presumably str&iam economists,
financiers or trusted civil servants, see secti@), &nd it must be able to select
the appropriate policy instruments and conduct rtevgeolicy autonomously

In other words, in addition to political (admingtive) independence the central
bank also needs to hairestrument independené2In contrast, goal
independence (the central bank’s ability to selleetappropriate goals for
monetary policy) is usually frowned upon, because perceived to be

undemocratic (see section 3%).

% See Forder (2003, p.22)
% Inflation targeting requires that the central hdre endowed by the political authorities with a
clear mandate to pursue the objective of priceilgtabnd most importantly a large degree of
independence in the conduct of monetary policy—anechoosing the instruments necessary to
achieve the target rate of inflation. This impligsparticular, the ability to resist political
pressures to stimulate the economy in the shamtgkgénor 2001, p.22-3).
% ‘Instrument independence means that the centrad ssprohibited from funding government
deficits, has to be allowed to set the monetaricpahstruments without interference from the
government and the members of the monetary pobaydmust be insulated from the political
process by giving them long-term appointments awtkeption from arbitrary dismissal’ (Mishkin
2004, p.12).
% ‘Instrument independence would seem to be the fifrindependence that maximizes central
bank accountability and minimises opportunistidtpm! interference, while still leaving the
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1.2 — NMPC Policies

The economic model underpinning the NMPC is esaltrery simple (see
Figure 2 and Appendix AY. It includes two key parameters, the IT and the
inflation expectations; the former is set by theggoment and the latter by the
private sector. The model also includes one disgraty policy instrument, the

nominal interest rate.

The government policy objective is to eliminate ithigation gap, or the difference
between the rate of inflation and the IT at somi@tda the future (the policy
horizon; see section 1.3.#)The model presumes that inflation is jointly
determined by the inflation expectations and thpuigap, with the latter
fluctuating around a supply-side equilibrium. Ahatively, the rate of
unemployment fluctuates around the natural ratbt@NAIRU, such that
unemployment below (above) the NAIRU would leadhigher (lower) rates of
inflation.>® The output gap (the difference between the ratemefmployment and
the natural rate, or the NAIRU) is determined bg thal interest rates. Finally, the
real interest rates are, by definition, equal ®ribminal interest rates minus the

inflation expectations.

In this essentially new Keynesian model the cemiaalk attempts to hit the IT
through the manipulation of the nominal interesésan order to influence the

state of expectations immediately and, at a funtberove, fine tune the level of

ultimate goals of policy to be determined by deraticrprocesses’ (Bernanke and Mishkin 1997,
p.102n8).
37 See Agénor (2001, pp.5-7), Arestis and Sawyergpafd Eichengreen (2002, pp.10-11).
% See Agénor (2001, p.10).
% See Arestis and Sawyer (2005).
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Figure 2: Inflation Control in the NMPC
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aggregate demaridf the central bank forecasts a positive inflatgap during the
policy horizon, either because aggregate dematwmbikigh or because the market
expects that inflation will rise in the future fahatever reason, the central bank
will adjust monetary policy, usually by raising nimal (and,ceteris paribusreal)

interest rate$.

Higher interest rates will depress demand and taseutput gap through many
different channels. They will revalue the excharage, immediately lowering
imports prices; raise the cost of borrowing, danipgmvestment and durables
consumption; reduce wealth and consumption; cyiarate net worth,
investment and bank lending, and lead highly leyedairms to bankruptcy,
worsening the expectations of economic activitye Téte of inflation will
eventually decline through a combination of thessgures.Conversely, if the
inflation gap is negative or if the expected rdtenfiation is too low the central
bank will lower nominal interest rates. The outgap will fall and inflation will

rise, again converging to the target.

The model implies that inflation control is achidwa the expense of fluctuations
in the output gap. The lower is the governmentisrémce to an inflation gap, the
shorter is the time-span available to achieve i, the more open the economy

the larger will be the fluctuations of the outpapgand, therefore, the variance of

the unemployment rate (see sections 1.1.4, 2.3408

! See Minella (2002) and Roberts (1995).
% The bank’s procedure follows an appropriate imstrnt rule, which is a formula for setting the
central bank’s instrument rate a as given functiba small number of observable variables. The
best-known example is the Taylor rule, where tls#riiment rate is a linear function of the
inflation gap and the output gap. See Dennis (2p0105) and Svensson (2004, p.1).
% See Carare et al (2002, p.19).
“[1]f the central bank, in addition to seekingdohieve its inflation target, aims at stabilizing
output, it should allow for a slower adjustmentiwe inflation forecast to the target value
compared to a situation in which the inflation &trig the only goal. Extension of the analysis to
an open-economy setting showed that, given thiealriole that the exchange rate plays in the
transmission process of monetary policy, inflatiargeting may lead to a relatively high degree of
output volatility by inducing excessive fluctuat®im interest rates’ (Agénor 2001, p.63).
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Finally, although a wide variety of instruments de@nused in order to achieve IT,
in practice central banks tend to focus primaritytloe manipulation of the

nominal interest ratesThis instrument is especially convenient becauie i
simple to use; it is also supposedly non-distodrgnbecause changes in the base
rates do not systematically discriminate betwedfemint sectors of the economy

and, therefore, do not lead to resource misallonati

1.3 — Anchors and Flexibility

In contrast with such policy regimes as money sypplexchange rate targeting,

the NMPC is flexible at four levels.

1.3.1 — Low but Positive Inflation Targets

The IT is normally low and positive, rather thamgend the targets are usually
bands, rather than points (see section 1.4). Baredased for three reasons. First,
because of the possibility of misspecification,gmaeter uncertainty or structural
breaks in the central bank economic model. Sedmerhuse of the uncertainty
surrounding the monetary transmission processtantinks between the policy
levers and the inflation outcomes. Third, becaddbeoregular occurrence of
shocks (see section 1.3%2)yhis would make it very difficult to hit continusly a
single point target for inflation, and even tryitagdo so would cause interest rates
to be highly volatile, which would be destabilisifigargeting bands rather than
points also provides a measure of flexibility foe tcentral bank, because it can
enjoy some discretion over which point in the baradms for in taking its policy
decisions allowing it to accommodate transitoryckisamore easily. However,
bands create a trade-off between credibility aexiiffiility, because the wider the

bands the more likely it is that they will be Hiyt the less credible the target will

® See Bogdanski et al (2000, p.8) and Bordo et@03%2p.23). In particular, fiscal policy is
perceived to be given in the short-term becausbeofielays and uncertainties involved in its use.
® See Minella et al (2002, p.35).
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be! Their size also gives an indication of the lintfthe central bank’s
forecasting model, and the trade-off between imdtatind output variance in the
bank’s objective function, with tighter bands silling a preference for lower
inflation volatility relative to output volatility.

The preference for low rather than zero inflatian be explained at three levels.
First, the price indices usually overstate the adti@flation, so even if the
government aims to eliminate inflation its targebsld be a small positive
number® Second, if nominal wages are rigid downward zeflaiion would
reduce the flexibility of real wages and worsendHhecative efficiency of the
labour markets, increasing the natural rate of ysleyment. Third, zero inflation
would increase the risk of the economy tipping idédlation (see section 4.5). A
small but positive IT helps to avoid this risk, base the targets provide not only

a ceiling, but also a floor for the rate of inftati

1.3.2 — Tolerance to Deviations

In currency boards or exchange rate targeting regjiitnis impossible to depart
temporarily from the peg or target band withoue®ese loss of credibility and
possibly a currency crisis. In contrast, in ITR temtral bank does not aim to
reach the IT either continually or inflexibl) The bank normally targets inflation
over a policy (target) horizon of one to three gaarthe future because of the
delays of the monetary policy transmission mectmstsand to avoid having to
respond to transitory price disturbances that wowldnormally trigger long-term
variations of the rate of inflation. A very shodligy horizon would require

returning inflation to the target too rapidly fading some departure, which could

" See Agénor (2001, p.33-5).
8 See Fraga et al (2003, p.30) and and Minella €602, p.39).
° See Bernanke and Mishkin (1997, p.110).
19 See Agénor (2001, pp.21-2) and Eichengreen (2002,
In other words, the target horizon cannot be sidhan the control horizon (Agénor 2001,
p.35).
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result in excessive variability of output. The pglhorizon may even be
lengthened or the targets changed if the econonesfeelatively large adverse

shocks, in order to avoid drastic interest rateistdjents?

In order to make the system even more robust,ateeaf inflation is usually
measured by a ‘core’ (rather than headline) prckex, usually the CPI, in order
to exclude the direct impact of price disturbanited should not be allowed to
influence monetary policy? These disturbances include adverse supply shocks,
natural disasters, sudden fluctuations in the exghaate or the terms of trade,
seasonal variations of food and energy prices,gd®mim indirect taxes, regulated
prices, subsidies and mortgage payments, and geatfirect (first-round) impact
of interest rate changes (which may trigger a ‘& rise in inflation)** In

cases such as these, a strong monetary policymespould produce very large
fluctuations in the real economy for no significéorig-term gain in terms of
inflation control. Finally, if the economy is espedty prone to shocks the bands
should be wider and the central target should glkdrj in order to increase the

probability of fulfilment with acceptable outputste™

A failure to hit the original targets continualllgeuld not endanger the ITR for,

although there may be an initial credibility lossedo the change in the targets or

124 T]he bands should be treated mainly as a compatitins device. The bands should be
considered mainly as checkpoints, with the cettaak explaining clearly the reasons for the
[occasional] nonfulfillment of the targets’ (Fragial 2003, p.30). See also Agénor (2001, pp.14-
15) and Bernanke and Mishkin (1997, p.101).
'3 See Arestis, Caporale and Cipollini (2002, p.5&1J Carare et al (2002, pp.28-9).
“The main argument contrary to the use of [a] doflation [index] is that it is less
representative of the loss of the purchasing pamkeroney, at a given point in time ... [However,]
there are two advantages ... First, the core infilaheasure is not necessarily isolated from the
effect of shocks ... the construction of the a@jdgarget is directly based on the idea that
monetary policy should neutralize second-ordercéffef supply shocks and accommodate the
first-round effects, and on the fact that some Weig output volatility should be assigned in the
[central bank’s] objective function ... The mairvadtages of the adjusted target procedure are the
following: i) it is a forward looking procedure) it defines clearly the new target to be pursugd b
the central bank, and iii) it explains how the navget is measured’ (Fraga et al 2003, pp.37-8).
See also Agénor (2001, p.31), Bernanke and Misfi@87, pp.101, 109), Meyer (2001) and
Mishkin (1998, p.20).
1> See Agénor (2001, p.13) and Fraga et al (2003)p.3
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the policy horizon, there will be a subsequent gfatine central bank is
transparent about its ultimate objective and tHeigs being implemented to
reach it. In fact, sticking to an unrealisticalbl target would benoredamaging
to the credibility of the ITR, since the privateeats would rapidly realise the
pointlessness of the exercise and would lose cendid in the central bank’s

statements about the effectiveness of its poliies.

1.3.3 — Instrument Flexibility

Although interest rate manipulation (and the cqroesling open market
operations) is clearly the favoured monetary poinsgrument under ITR, the
central bank should employ all relevant informatéom a wide variety of tools in
order to pursue the IT. These tools depend omigtéutional structure of the
central bank, the country’s political system anel plolicy-maker’s conviction
about how best to operate in the circumstancesy Theld include, for example,
changes in the banking regulations or the requiedrve ratios, the imposition of
differential asset requirements, and so on, as &snipey contribute to the

achievement of the IT within the policy horizon.

By potentially accommodating widely different padis, ITR is a flexible policy
framework that grants the central bank discretoorespond to specific challenges
within a clear commitment to achieve price stajilithis is called ‘constrained
discretion’, and it presumably offers a middle grduetween inflexible rules and

unfettered discretiof.

'8 See Fraga et al (2003, p.33). Note, however fleatbility can be destabilizing when
credibility is lacking’ (Eichengreen 2002, p.40).
7 Arestis and Sawyer (2005); see also Agénor (2p®E) and Bernanke and Mishkin (1997,
p.101).
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1.3.4 — Hierarchical and Dual Mandates

Many proponents of the NMPC argue that monetaricpshould be sufficiently
flexible to incorporate the secondary objectivermfimising output fluctuations,
as long as this does not detract from the IT indhg-run’® This is called a ‘dual
mandate’, or ‘flexible inflation targeting’, in ctmast with the stricter *hierarchical

mandate’ where all policy objectives are suboraiddb the inflation target:

[M]onetary policymakers should be concerned alwotlong-run
properties of the economy. One is price stabilitgt the other is the
variability of output around full employment. Pglibas to be judged by
its success in both dimensions ... [Moreover,]@ois made in the short-
run, not the long-run. The speed of return of outputs potential level is
influenced by policy decisions and cannot be tbategh indifference. It
may just take too long and waste too many resouncié interim to rely
on the self-equilibrating forces of the economlidymakers will
therefore have to take into account, in practiogh lmbjectives in their
policy actions ... [Bank of England Governor] Menving calls regimes
which take no account of output gaps (where thé&icant on the output
gap is zero in the loss function) “inflation nuérThat language suggests
that entirely ignoring output stabilization is nevewed as an extreme
position and not as a desirable option for cetaglks. Lars Svensson
argues that there has, in fact, been a convergenaed “flexible inflation
targeting” — meaning inflation-targeting regimeatthn practice take into
account deviations in both output and inflatiomirtheir respective
targets. Such an evolution has brought many ioftatargeting regimes

closer in practice to a dual mandate regtthe.

18 See Eichengreen (2002, p.8), Meyer (2001) and kitist1998, p.26).
19 Meyer (2001).
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Although the dual mandate is a step in the rigreadion (see section 3.5), it
remains strictly limited. Its proponents claim thadnetary policy isufficientto
control inflation, that inflation control isssentiafor welfare maximisation, and
that the central bank is timeaininstitution responsible for achieving IT. In
practice, the dual mandate means only that thatiofi target will be achieved
over a somewhat longer horiz8hMoreover, even if there is scope for output
stabilisation, growth maximisation and the mininisa of output volatility under
the dual mandate, these objectives necessarilyMeweveral government
institutions and agencies. It is never arguedtti@tcentral bank has any special
power to deliver these outcomes, or that it shbaleke targets or obligations in
this respect. In other words, the dual mandata®ffaly a bit more flexibility in
the process of achieving low inflation, rather tlaafundamentally different (i.e.,
more expansionary) economic policy (see sectionh 3.4

1.3.5 — Summing Up

The NMPC is the culmination of several years ofmatieam research, and it
reflects the accumulated experience of decadeoktary policy-making. It has
broad theoretical foundations, including insighitsf the monetarist, new
classical and new Keynesian schools of thouglexptains what monetary policy
can and cannot achieve, identifies the adequateypargets and the most
efficient instruments to achieve them, and spexifie institutional framework in
which these instruments may be deployed succegsiiie NMPC also offers
concrete suggestions for the elimination of th&atrdn bias and the dynamic
time-inconsistency problem: while CBI insulates matmy policy from short-run
political considerations, IT ensures that the goéisionetary policy cannot

diverge from the ultimate interests of societydatended periods.

? See Fraga et al (2003, p.31).
2L Mishkin (1998, p.24).
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This policy regime offers several advantages wésaalternative nominal
anchors. For example, in contrast with exchangeteageting inflation targeting
allows monetary policy to focus on domestic consitiens and to respond to
shocks to the domestic economy. In contrast withegsupply targeting ITR is a
robust policy regime, that is immune to velocitynges or shifts in the
relationship between the intermediate targets (msnpply growth) and the

policy goals (low and stable inflatioff.

The advantages and the internal consistency dfIMMEBC increase the credibility
of monetary policy and the accountability of thehawities. This will help the
convergence of the inflation expectations towardalid reduce the sacrifice ratio
and the inflationary impact of adverse shocks. @ity and accountability will
also help the central bank to deliver increasedecuc stability and efficiency,
as well as faster output and employment growtihénldng-run, with considerable
benefits for the poor. In sum, the NMPC claimsfferathe optimal combination
of instruments to lock in low inflation and cre#te essential conditions for
sustainable and equitable growth, including posicgplicity, credibility,
legitimacy, sustainability and flexibility. Clainsich as these have contributed to
the rapid growth of the appeal of the NMPC arourelworld.

1.4 — Performance

There is a vast literature assessing the perforenahtl regimes. Several studies
have identified gains stemming from inflation tangg in such areas as lower
inflation rates, volatility and inertia, improvedpectations, faster absorption of
adverse shocks, lower sacrifice ratio, output 8tation, and the convergence of
poorly performing countries toward well performioguntry standards. For

example:

22 A]n inflation target [regime] allows the monegeauthorities to use all available information,
and not just one variable, to determine the bathgs for monetary policy’ (Mishkin 1998, p.19).
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The performance of inflation-targeting regimes hasn quite good.
Inflation-targeting countries seem to have sigaifity reduced both the
rate of inflation and inflation expectations beydhdt which would likely
have occurred in the absence of inflation tardaisthermore, once
inflation is down, it has stayed down; followingstfiflations, the inflation
rate in targeting countries has not bounced baatunmg subsequent
cyclical expansions of the economy. Also inflattargeting seems to

ameliorate the effects of inflationary shoéks.

These gains are attributed to the greater cregilaiid transparency of the system,
the improved reputation of the central bank, ardpiesence of a more flexible
institutional framework. Similar gains have beetnilatited to CBI, especially

lower inflation?*

In contrast, other studies have been less supparfiVT and CBI. It has been
claimed that there is no convincing evidence thatrproves economic
performance as measured by the behaviour of inflabutput or interest rates,

and it may even lead to a deterioration of somép®ance indicators:

[T]he evidence does not conclusively indicate whethflation targeting
has led to a lowering of inflationary expectatiamsl enhanced credibility,
thereby mitigating the real output costs that diation typically entails.

In fact, sacrifice ratios ... do not appear to hagen much affected by
inflation targeting ... Inflation expectations has@me down, in most

23 Mishkin (1998, p.24). See also Arestis, Caporate @ipollini (2002), Bernanke et al (1999),
Debelle et al (1998), Fatas, Mihov and Rose (20Q#)g (2002), Landerretche et al (2001),
Mishkin (1999), Mishkin and Schmidt-Hebbel (2008yensson (1997a, 1997b) and Wu (2004).
For detailed country case studies supporting theselusions sednter alia, Arestis, Caporale
and Cipollini (2002), Bogdanski et al (2000), May&998), Mayes and Razzak (1998), Minella et
al (2002) and Mishkin (2004).
4 See, for example, Alesina (1988, 1989), Alesind@nmmers (1993), Cukierman (1992) and
Grilli et al (1991).
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cases, mainly because inflation-targeting centaakb were able to
demonstrate that they were capable of achievingwaidtaining low

inflation.?°

Alternatively:

Although inflation has fallen, it has been accomedmn most of the
seven [IT] countries by higher unemployment ... panng
unemployment in the inflation-targeting countrieighwvhat in other major
industrial countries shows that the average uneynpémt rate rose
significantly in the early 1990s in the inflatioargeting countries, but
since 1994 has tended back toward the level ofm&yer industrial

countries?®

Similar questions have been raised about CBI:

[E]lmpirical evidence shows that central bank inchej@nce is not
associated with higher rates of economic growteroployment, ...
financial stability (as excess credit growth aratktand real estate price
inflation often occur in the presence of indepenaentral banks), budget
balance or a reduced tendency for the central ti]amonetize fiscal

deficits?’

%5 Agénor (2001, pp.43-4).
% Debelle et al (1998). Cecchetti and Ehrmann (1@89n that IT increasesutput volatility
even if it helps to reduce inflation, while Neumamd von Hagen (2002) find no evidence that IT
is superior to other disinflation strategies. litespf his strong support for IT, Mishkin (1998,
p.24) accepts that ‘the likely effects of inflatitargeting on the real side of the economy are ...
ambiguous. Inflation expectations do not immediagaljust downward following the adoption of
inflation targeting. Furthermore, there appearsddittle if any reduction in the output loss
associated with disinflation, the sacrifice raimong countries adopting inflation targeting.’
" Chang and Grabel (2004, pp.183-4).
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These conflicting conclusions are partly due todifferent approaches and
econometric methodologies used in these studiesaarglich, they are no

different from the contradictory evidence foundther areas of macroeconomics.
However, there may be two additional reasons feséhdiscrepant assessments of
IT and CBI.

1.4.1 — Reqgression towards the Mean

There are strong indications that the economicoperdnce of most OECD
countries has improved, in terms of inflation, autpolatility and interest rates
during the last 10-15 years. These improvementslarmus in both IT and non-
IT countries. This seems to indicate that theseopaance improvements were
due to somethingtherthan IT?® Moreover, even when the performance of IT
countries improvemorethan that of non-IT countries, it cannot be simply
assumed that the difference vehgeto IT.

Ball and Sheridan (2003) find strong evidence thatcountries showing the
greatest improvements were those with the wordbpeance in the previous
period (before the early nineties). In other wolds;ountries tended to be those
with the worst initial performance and that, perh&gr this reason, were more
easily tempted to shift their economic policy tod&iT. These countries
eventually found that their performance improveulit-notbecausef IT. Rather
more prosaically, they simphggressed towards the meawhich helps to explain
the similar improvements observed in countries ¢dhot adopt IT. In this
sense, the apparent success of IT countries idyrdire to them having ‘high
initial inflation and large decreases, but the dase for a given initial level looks

similar for targeters and non-targetef’s’.

8 See Arestis and Sawyer (2005).
29 Ball and Sheridan (2003, p. 16).
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Once they control for regression towards the meahdhd Sheridan find that
there isno evidencéhat IT improves economic performance, includimiggtion,
interest rates, the variance of inflation, outpud anterest rates, or the persistence
of shocks:

There is no evidence whatsoever that inflationdting reduces inflation
variability ... Our robust finding is that inflanaargeting has no beneficial
effects ... [T]here is no evidence that targetifigas inflation behavior®

Ball and Sheridan also claim that it is illegitiraab drawany conclusions about
growth performance because the available samptesiraply too short, and the
economies being studied started at different pamtse economic cycle.
Consequently, all that can be concluded is that:

A paper that replicates this study in 25 or 50 yeaay find ample
evidence that targeting improves performance. Maeace is not there,
however, in the data through 2081.

In sum, in the words of Arestis and Sawyer (2005):

Both IT and non-IT countries performed over theéEriod equally well.
The average rate of inflation and its variance Haaen reduced in both
periods. This is true for both IT and non-IT coiggr... We may conclude
... by suggesting that on the basis of the averdtgion and GDP growth
rates performance, there is not much differencevdsst IT and non-IT
countries ... Consequently, IT has been a gredtodidéass about really

very little!

%0 Ball and Sheridan (2003, pp.11-12).
%1 Ball and Sheridan (2003, p.17).
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1.4.2 — Differences in Economic Structure and Rdiontent

Most studies of IT and CBI ignore the differencesaAeen the content of the
economic programmes implemented in each countd/campletely fail to take
into account their distinct economic structuresa@@and Stone (2003) attempt to
do so, at least implicitly, and their paper offengortant pointers for the analysis

of the relevance of NMPC for poor countries.

Carare and Stone classify IT regimes into full-fed inflation targeting (FFIT),
eclectic inflation targeting (EIT) and inflationr¢geting lite (ITL) (see Table 1 and
Appendix A)* Their classification is based on

the clarity and credibility of the central bank@nemitment to the inflation
target. Clarity is gauged by the public announcdroéthe inflation target
and by the institutional arrangements in suppogazountability to the
target. Credibility is proxied by the actual inftat outturn and by market
ratings of long-term local currency government d@bt

The appropriateness of this criterion is discudssdw.

For Carare and Stone, FFIT is the typical formTotwhich was explained in
sections 1.1-1.3 above). The eighteen FFIT couimi¢heir sample are either
small or medium-sized industrial economies, or medand large middle-income

countries.

%2 Eichengreen (2002) draws a similar distinctiontsen ‘explicit’ and ‘implicit’ inflation
targeting in the context of middle-income countrihile explicit targeters implement the full
gamut of measures required for IT, implicit targetattempt to stabilise the price level without
adopting all the ingredients of outright inflatitargeting.
% Carare and Stone (2003, p.3).
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Table 1 — Inflation Targeting Regimes in 2003

FFIT EIT ITL
Australia Euro Area Albania
Brazil Japan Algeria
Canada Singapore Croatia
Chile Switzerland Dominican Republic
Colombia United States Guatemala
Czech Republic Honduras
Hungary Indonesia
Iceland Jamaica
Israel Kazakhstan
Mexico Mauritius
New Zealand Peru
Norway Philippines
Poland Romania
South Africa Russia
South Korea Slovakia
Sweden Slovenia
Thailand Sri Lanka
United Kingdom Uruguay

Venezuela

Source: Carare and Stone (2003). Stone and Bh{@@&) include Peru and the Philippines
among the FFIT countries, and Argentina, Egypt) Bad Turkey among the ITL countries; they
also claim that Honduras, Uruguay and Venezuel@xrkange rate targeters rather than ITL.
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They ‘have a medium to high level of credibilityn@§ enjoy a large degree of
financial stability ... [but they] are not ablert@intain low inflation without a
clear [institutional] commitment to an inflatiorrgget ... Their ... commitment to
the inflation target comes, however, at the prickess flexibility for output

stabilization’3*

In contrast, all five EIT central banks are in isttial countries, and they have a
history of low inflation, financial stability andevy high credibility. These central
banks pursue distinct monetary policies, and treegat make a clear

commitment to an inflation targ&t.n fact, they

have so much credibility that they can maintain kovd stable inflation
without full transparency and accountability widspect to an inflation
target. Their record of low and stable inflatiorddngh degree of financial
stability affords them the flexibility to pursudrfaultaneously] the

objective of output stabilizatioms well agrice stability*

In other words, EIT central banks avoid a commitiiennflation targets because
this would reduce their ability to stabilise outmithout any additional gains in
price stability’’ However, their ‘dual objectives mean that theyncaroperate
with as much transparency as FFIT countriés’.

The nineteen ITL countries are ‘emerging markenecaies’>® They have low
credibility and higher and variable inflation rathse to their weak institutional
framework, greater government reliance of centaalkddfinancing and greater

vulnerability to financial instability and econonsbocks. These countries

3 Carare and Stone (2003, pp.3-5).
% Carare and Stone (2003, pp.3, 14).
% Carare and Stone (2003, p.3), emphasis added.
37 Carare and Stone (2003, p.20).
3 Carare and Stone (2003, pp.4-5).
%9 Carare and Stone (2003, p.14).
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announce a broad inflation objective but they arable to commit themselves
credibly to a numerical target, because low inflatcannot be their foremost
policy objective. Their monetary policies are hetgEneous, because their central
banks need to have flexibility to deal with theavgrnment’s financing needs

and, especially, the shocks that regularly buffetrteconomie&’

[A] high degree of clarity is not always optimal @rhfinancial stability is
an ongoing concern ... Constructive ambiguity, debberate lack of
clarity, is needed in the lender-of-last-resoréerof the central bank to
address the contagion and moral hazard problenesanhin potential
bailouts of banks that can be deemed ‘too bigitb.faThe less clear
commitment to an inflation target of ITL centralna provides more
scope for dealing with financial cris&s.

Finally, very small poor countries are unable tonadt to any form of ITR,
however ‘lite’, because of their underdevelopedficial sectors and concentrated
production profiles. These countries tend to chdo®e exchange rate regimes or

to adopt the currency of their largest trading pert?

Carare and Stone conclude their study with guidates for switches from one
regime to another. Switches from FFIT to EIT wohé&possible if the central
bank’s inflation-fighting credibility becomes sotenched that it can ‘reduce the
clarity of its commitment to its inflation targeitiwout an increase in inflation
expectations. But no country has actually undertakis regime changé®
Conversely, a ‘switch from EIT to FFIT depends dmether the long-run gain in

40 “This [ITL] regime covers a grab-bag of monetargriieworks with variable weights to
inflation, exchange rate and monetary objectivaesiatermediate targets’ (Stone and Bhundia
2004, p.10).
“! Carare and Stone (2003, p.20); see also pp.4-5514
“2 Carare and Stone (2003, p.6).
“3 Carare and Stone (2003, p.5).
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inflation-fighting credibility outweighs the losa flexibility to achieve other

objectives*

Switches from ITL to FFIT may be relevant for agiar number of countries. For
Carare and Stone, ITL can be seen as ‘a tranditiegeme during which the
authorities implement the structural reforms neddethe credible adoption’ of
FFIT.* The switch would be facilitated by ‘a deep anddar@inancial sector,
which reduces systemic risks and potential polmyflicts, provides for market-
based monetary policy implementation, and allovesgbvernment to raise the

bulk of its funding in financial market&®.

Carare and Stone’s study is important becausewslhat FFIT requires
minimum levels of institutional development, finaalaepth and economic
stability (see section 4). Carare and Stone atgdlyi point out that in spite of its
potential advantages (outlined in sections 1.1-ERY entails costs, especially
the loss of policy flexibility, which need to bectared into each country’s
strategic policy decisions. In particular, whilevecountriegan afford to lose
their monetary policy flexibility in order to achie low inflation othergannot
because their economies are too fragile. Finalgmall number of privileged
countries can afford to preserve their policy flelkiy while, at the same time,
maintaining low inflation rates. Carare and Storst{gly implies that monetary
policy choices are constrained by thaterial differences between countries, and
these differences are determined by their distewatls of development,

institutional arrangements, trajectory and econgmoblems.

In spite of these valuable conclusions, CarareSinde do not directly

acknowledge the decisive role of these materiasttamts in the determination of

4 Carare and Stone (2003, p.24).
> Carare and Stone (2003, pp.3-4). For Stone anada2004, p.10), ‘[inflation targeting lite
can be viewed as a transitional monetary regiméngim@t maintaining monetary stability until the
implementation of structural reforms in supporadafingle nominal anchor’.
46 Carare and Stone (2003, p.5).
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economic policy. Instead, their attempt to grappld these constraints is marred
by the substitution of the wholly subjective concep'credibility’ for measures
of institutional development, financial fragilityd external vulnerability. In other
words, Carare and Stone’s use of ‘credibility’ talarpin their classification of
policy regimes obscures the role of other, morevaht variables that are trapped

in the background.

1.4.3 — Summing Up

Although there is some scope for disagreement thigrclassification schemes
used in the available studies, a growing numbeoahtries has been turning to

IT and CBI as their preferred monetary policy framek.*” While IT is not

formally sponsored by the international financradtitutions, even the most
cursory perusal of IMF publications will revealavburable assessment of this
policy regime. The Fund is even more bullish alibatpotential advantages of
CBI, and the central banks of several poor countigeve been granted operational
autonomy or independence in the context of theemeagreements with the
IMF.*8 This is partly a reflection of the growing popitipand academic prestige
of the NMPC around the world.

Given their growing popularity and prestige, ibid that a vast literature has
failed to confirm beyond reasonable doubt the sapeerformance of IT and

CBI regimes. The conflicting evidence in numerousles seems to indicate that
IT and CBI can make only a minor (if any) contriloatto performance
improvement in such diverse areas as credibilitpgeetations, inflation rates,

output growth, interest rates and the sacrifice YAt

4" See Agénor (2001, pp.40-1).
“8 See IMF (2002).
9 See Chang and Grabel (2004, p.183).
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These statistical difficulties may be due to foemsons. First, it is extremely
difficult to classify policy regimes objectively #se starting point for the
investigation of performance differences. Countdas be grouped according to
whether or not they follow explicit IT policies, ahether or not their central
banks follow hierarchical or dual mandates. Thaylmaregrouped according to
their ‘explicit’ or ‘implicit’ inflation targetingstrategies, or rearranged into full-
fledged, eclectic or ‘lite’ inflation targeters.it even more difficult to classify
countries according to the degree of autonomy @i ttentral banks (see section
3.5). If one also controls for the structural diffieces between the economies
being contrasted, as is essential for any meanisgidy, the available samples

become insignificantly small making meaningful camgons impossible.

Second, IT and CBI experiences are relatively nemast countries. For
example, Stone and Bhundia (2004) list twenty Feduintries, only five of which
targeting inflation for more than ten yedPfsAnother five have been targeting for
more than five years,and ten for an even shorter perfddt is impossible to
draw meaningful conclusions based on these shdrtsparate sample periods.
This limitation implies that it is impossible toeet the hypothesis that IT and
CBI countries simply reverted towards the meare iheir superior performance,

even if it could be demonstrated, is simply a stiatl fluke.

Third, and related to the previous point, evensilygporters of IT admit that this is
notan inflation stabilisation strategy. Consequerdlthough high inflation
countries may be more inclined to adopt IT, thay da so onlyafter a successful
disinflation programme that is entirely unrelated . On adoption, the ITR will
almost invariably inherit declining inflation rategrowing monetary policy

credibility and, quite possibly (if their economiegve been in the doldrums for

0 Australia, Canada, New Zealand, Sweden and the UK.
> Brazil, Chile, Czech Republic, Israel and Poland.
°2 Colombia, Hungary, Iceland, Norway, Mexico, Perbilippines, South Africa, South Korea
and Thailand.
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long periods) healthy economic growth rates. Tli@geurable developments are
causef IT rather than its effects, and they need tddotored into the

assessment of the performance of the ITR.

Fourth, the last fifteen years have been relatittrelgquil by post-Bretton Woods
standards. Although growth rates have deteriorstieadily, inflation has been
declining strongly almost everywhere (see Boxe&sdnd 3, appendix B).
Although several countries have experienced praf@gonomic crises recently
these were mostly due to exchange rate and batdrm@ements difficulties; high
inflation is no longer a problem in the vast mdjoaf countries.

These features of the world economy create probfenthe assessment of IT and
CBI regimes, because it is extremely difficult 8s@ss the impact of different
economic policies on performance under relativeple circumstances at home
and abroad. In other words, in the absence of enaniurbulence the range of
possibly successful policies is too broad to pedisitrimination between them,
and IT ‘may have had little impact over what angsikele strategy could have

94

achieved™” The most obvious grounds on which to distinguisntry

performances is not even their policies, but thirctural economic featurés.

In conclusion, IT and CBI seem to have little orinftuence in economic
performance, and the performance differences draactually be observed were
due to other reason&Why, then, does the mainstream economic discqlese
so much emphasis on IT and CBI? This question ddmnaddressed in this
paper, but three contributing factors can be eaddtified. First, mainstream
theory is structurally predisposed to see valud iand CBI, since they share the

%3 See Arestis and Sawyer (2005).
> Arestis and Sawyer (2005).
YT emerging market economies (EMESs) have hadatively worse performance. In these
countries, deviations from both central targets amger bounds are larger and more common ...
[Iln comparison to developed economies, the vatietd of all variables — inflation, exchange rate,
output and interest rate — and the inflation lerel higher in EMES’ (Fraga et al 2003, pp.4, 8).
% See Arestis and Sawyer (2005).
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same methodological foundations (real-monetaryatminy, quantitativism, and
S0 on; see section 1.1). Second, IT and CBfaskionable and they have
become part of the ‘common sense’ of our age. Torerethese policy
recommendations tend to creep unthinkingly intandveterodox discourse (see
section 2.1}/ Third, IT and CBI unwittingly promote the interssif domestic
and international finance, which ensures that tipedéiey recommendations will
tend to find support among an extraordinarily pdulezonstituency (see sections
3.5 and 3.6).

>" For example, Fontana and Palécio-Vera (2002)difgtowing consensus’ between the NMPC
and post-Keynesian monetary analysis, which isrttaally nonsensical and would be alarming
at the level of policy advice.
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2 — Inflation Theory and Policy in the NMPC

The inflation theory underpinning the NMPC and émsuing policy
recommendations are open to question on severatgaeviewed below. They
include the theory of inflation, its economic ingations, and the potential costs

of inflation. These aspects of the NMPC are critycdiscussed below.

2.1 — The Theory of Inflation

The NMPC isfashionable It incorporates the most advanced economic thesry
attractively packaged, and its policy recommenagatiare easy to understand and
defend. These policies promote powerful interestElwcan also be presented as
the ‘common good’ (see section 3) — and it has lots@med that these policies
work (see, however, section 1.4). In what follows, itiflation theory

underpinning the NMPC is scrutinised from four a&sgleconomics fashions’,
fashionable theories of inflation, their implicat®for anti-inflation policy, and

other insufficiencies of mainstream inflation thgor

2.1.1 — Economics Fashions

Economic theory is regularly afflicted by changfaghions The rise and decline
of economics fashions is determined by severabfacThey include external
events, especially the internal development of enoa theory (as was shown in
section 1.1.4, in the case of CBI and IT), econdifictuations (instability and
underperformance favour the development of newsideach as Keynesianism in
the thirties and monetarism in the late sixties @ady seventies, while booms
tends to consolidate the prestige of the curresttiéms), structural social changes
and other macro-social developments (e.g., the Aebtate left its imprint in
several branches of economic theory), and the puration of exciting

developments outside economics.
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At a macro or long-term level, Keynesianism wasif@asable between the thirties
and the sixties, monetarism in the seventies, nassical economics in the
eighties, and new Keynesianism and new institutismain the nineties. At a
micro or short-term level, the growing popularifychaos theory in physics and
mathematics encouraged attempts to introduce chanatdels into economics in
the late eighties and early nineties regardleskeif relevance or applicability,
while the ‘latest’ econometric technique regulanffuences the direction and
content of economic research whether or not thaycoatribute to the progress of

economic analysis.

In spite of these reservations, economics fashaoasot necessarily dangerous or
wrong, and they can contribute to the long-terngpees of economics. However,
the theoretical insights and economic policies sstgy by the latest fad must be
internally consistent and empirically useful. Ewerthis case, practitioners and
policy-makers must be prepared to abandon them thiecaaterial conditions
underpinning their applicability have chandeBoth problems have plagued the
mainstream theory of inflation during the last radhtury.

2.1.2 — Fashionable Theories of Inflation

Mainstream claims for the identification of a ‘gealétheory of inflation have
appeared at frequent intervals, usually in conoeatiith long-term economics
fashions. For example, in the postwar (Keynesigalden age’ inflation was
normally assumed to be due to cost pressures,iafipersing wages and balance
of payments difficulties. Policy recommendationsliled incomes policies and
adjustments to the Bretton Woods System, to allbigrént rates of productivity
growth to be absorbed by changes in the exchaneg raher than through rising
inflation, unemployment or different GDP growthesit Between the late sixties

! Fine (2001, ch.7) reviews the role of economishifans in the context of social capital.
% See, in this context, the excellent study by Wa(@902).
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and the early eighties inflationary pressures vassaimed to result from adverse
supply shocks, excess money supply growth and sixetg optimistic
assumptions about the stability of the PhillipsveuMany mainstream
economists turned towards monetarism, and advigeergments to avoid
tampering with the Phillips curve, reform the labmarket to increase

‘flexibility’ and cut costs, and impose money supfargets in order to bring

inflation under controf.

Unfortunately for the monetarists, the experienngsermany, Switzerland, the
UK, the US and elsewhere did not vindicate theiimas that money supply
targeting was either feasible or conducive to tidtastabilisatiorf. In addition to
these practical difficulties, monetarist theory Vibaslly damaged by the severe
criticisms inflicted by new classical, Keynesiarlaadical political economists.
Briefly, the Keynesians and the radical politicebeomists argued, first, that the
velocity of money and the money demand functionuaistable and, therefore,
that the relationship between money supply and nahimcome is unpredictable.
Therefore, even if money supply targeting wereifdast would be insufficient to

control inflation.

Second, although there is always some relatiorisétjyween changes in the stock
of money and changes in the price level, this sm¢smply that the growth of the
money stocldetermineghe rate of inflation. Therefore, money supplygtting
can help to squeeze inflation out of the economyoinly slowly and unreliably,
and potentially at a high cost. Third, governmdterapts in the seventies and
eighties to control the money supply while, atshene time, liberalising the
financial system and the capital account of thara of payments were self-

defeating. Liberalisation modified the monetarynsaission process and the links

% Seejnter alia, Laidler (1981) and Laidler and Parkin (1975).
* See Arestis and Sawyer (1998b).
® For an overview of these debates, see Carlin askiG (1990), Levacic and Rebmann (1982)
and Sawyer (1989).
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between money, finance and output. It also creaiszhtives for the development
of a whole host of financial instruments that bdarthe definition of the monetary
aggregates and bypassed the existing controlstbeesupply of money, throwing
the entire exercise into confusibithe new classical economists also criticised
heavily the monetarist experiment. In spite of tiggineral agreement with the
monetarist theory of inflation, the new classicd&med that the policy shift
towards money supply targeting induced changesivate sector behaviour that
invalidated the predictions of the existing econtsinenodels. Therefore, the
monetarist policy recommendations were doubtfud, taey may even be

unhelpful.

The shortcomings of monetarism and the heavy isiitis levelled by its
opponents contributed to the development of altasature on inflation and
stabilisation since the mid-eighties, mostly drayviqpon the monetarist and new
classical theories of inflation (see section U the absence of significant wage
pressures or major supply shocks during this pemdthtion has become
increasingly associated with fiscal deficits argpexially, with the lack of
government policy credibility. This diagnosis oflation led to recommendations
for increasing credibility, and introducing nomirgalchors (initially exchange rate
and, later, inflation targeting) in order to thwHré government’s incentive to
surprise the public with unexpected inflation. Tdhescommendations were
usually accompanied by pressures for CBI and teadiecapital account
liberalisation in order to dismantle selected feadLof the Welfare State, increase

labour market flexibility even further, curtail themaining sources of labour

® These criticisms were eventually accepted by thinstream: ‘monetary targeting requires
adequate knowledge of the parameters charactetizendemand for money. In an economy
undergoing rapid financial liberalization, howeviigse parameters (notably the interest elasticity
of money demand) may be highly unstable. In suctditions money ceases to be a good
predictor of future inflation; that is, the relatibetween the intermediate target and the final
objective becomes unstable. Similarly, in a contdéxdisinflation, the demand for money may be
subject to large and unpredictable shifts; as aegmence, the information content of money for
future inflation will be very low. Both argumentsggest that relying on monetary aggregates can
be potentially risky’ (Agénor 2001, pp.19-20). $ds0 Mishkin (1998, p.14).

51



unrest and impose finance-friendly forms of fiseatl monetary policy discipline

on presumably reluctant governments (see sectién 3)

In the mid-nineties, the NMPC had already becomskitmable and the
hegemonic framework informing anti-inflation policihis policy regime was
perceived to be the most conducive to the condodid@f the low inflation
regime recently achieved in the rich countries. RIMPC also seemed to have
something to offer to the middle-income and poartoes, even though their
central banks generally lack experience supervisomgplex, liberalised and
internationally integrated financial systems (whieére, nevertheless, being
imposed by external as well as internal pressimdhese countries, the NMPC
can presumably deliver greater economic stabilistitutional transparency,
objective monetary policy rules, standardised cke&nfor the diffusion of
information and, hopefully, lower the costs of mmi@ional financial integration

(see section 4).

2.1.3 — Economics Fashions and Anti-Inflation Pplic

The shift of inflation theory away from Keynesiamignd towards monetarist
views (including its successors, such as the NVir@)three significant
implications for economic policy-making. Firsthias fostered the prominence of
monetary or excess demand factors at the expersepfy or cost factors. This
is unfortunate, because detailed studies of ioftagienerally find that both
aspects are essential. In order to explain sustanflationary episodes simplistic
descriptions of the government’s fiscal, monetaxgchange rate and financial
policy stance are rarely sufficient. It is also e&gary to take into consideration
the country’s position in the international divisiof labour, the structure of the
local value chains (including the degree of oil@®gence, the relations between
industry and agriculture, and so on), their vulbéity to adverse terms of trade

" See Gowan (1999), Panitch and Gindin (2005) arteRR005).
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movements, the system of labour relations, the @ogts wage and price-setting

mechanisms, the influence of distributional condljiand other factors.

Although mainstream economics does not deny thengiat influence of these
factors, it tends to dismiss their long-term imations or to claim that, at the end
of the day, they are irrelevant because all irdlary pressures can be neutralised
by monetary policy. This is questionable. Experesgggests, first, that each
time that a ‘general’ theory of inflation has beéentified, it has been a
fashionably different theory. It follows that nookthese theories were really
general, as would be demonstrated by their fatliiaterpret the onset of new

inflationary pressures, and their eventual inaptlit inform economic policy.

Second, inflation changes over time and differesscountries and regiohd is
therefore unlikely that any ‘general’ theory oflatfon is possible, or that ‘one
size fits all’ anti-inflation policies can bedfficient(least cost), even if they are
effective(capable of eliminating high or unstable inflajioBach inflationary
episode is unique, and efficient anti-inflationipis will tend to combine distinct

policies operating at different levels.

Moreover, even if a given anti-inflation policyeptimal in a given context, its
efficiency and effectiveness could be entirelyetiént in another set of
circumstances. In sum, following the latest fashian help to increase one’s
credibility, which is valuable in itself, but popuity could be a poor guide to

economic policy.

8 For example, the French economy experienced \netijas rates of inflation in the early sixties
and in the late eighties and early nineties, buteamomist would claim that they indicate that the
underlying circumstances and the government’s [galiwere identical during these periods. By
the same token many Latin American countries amdra¢ Eastern European and former Soviet
countries experienced very high rates of inflafiothe late eighties and early nineties, but their
causes were profoundly different.
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2.1.4 — Other Insufficiencies of Mainstream InfbatiTheory

It was shown above and in section 1.1 that maiastraflation theory
distinguishes between a ‘technical’ monetary polanawing upon the real-
monetary dichotomy, and a ‘political’ fiscal polidjat can be time-inconsistent

and create an inflation bias. However, this digiorcis untenable for two reasons.

First, fiscal and monetary policies are inseparabtantractionary monetary

policy does not simply slows down the economy aedmanically reduces
inflation. It also increases the cost of the domea$tbt service, which has an
immediate fiscal impact especially if the publidties already large or if the
state’s budget constraint is tight. High interesés also increase the private
sector’s borrowing costs, which affects the unemyplent rate, the level and
composition of the output (highly leveraged firrmslaelatively unprofitable
sectors will tend to be penalised more heavilyyl tre state’s tax revenues. They
create incentives for foreign borrowing and cagitélbws, which requires
sterilisation and can create large fiscal costgyTdiso redistribute income
towards finance. In extreme circumstances mongtaligy tightening may trigger
a financial crisis, with severe consequences fmali policy and the economy as a
whole. It is simply wrong to presume that one pértconomic policy is sealed
off in a neutral ‘technical’ department, while tipelitical’ department only is
involved in the rough-and-tumble of daily polities)d should be answerable to

the voters.

Second, the mainstream assumption that governrteaddo follow time-
inconsistent policies is also untenable, becausenitradicts the rational
expectations hypothesis. Rational economic agémtsidknowthat there is no

long-term trade-off between inflation and unempleyin- so why should they, as
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voters, irrationally elect such a scheming govemnirethe first place®This
contradiction is important because the time-incgtesicy hypothesis underpins
the demand for an independent central bank — aguistitution funded by the
taxpayers but impervious to ‘irrational’ socialelectoral pressures.

This logical difficulty brings to light the undemmatic implications of mainstream
inflation theory. This theory departs from the asption that the economic agents
can be represented by a single individual who,deational, is also a
neoclassical economist. This definitional sleighihand turns the mainstream
economists into the intellectual guardians of dogelfare, regardless of the
wishes of the electorate, the political processhersocial and political divisions
that may exist in the real worfd These implications of mainstream inflation
theory — including the NMPC — are incompatible vilik most basic principles of
representative democracy and political accountgbMilton Friedman was
therefore right when he said that ‘money is tooantgnt to be left to the central
11

bankers™~ There is simply no substitute to democratic pehtgking and the
openness and accountability of the public institugi (see section 5).

Mainstream inflation theory is not only inconsidtand undemocratic; it also
operates at an excessively high level of abstmaclibis makes the theory
uninformative and excessively general, and leadsaiwzontal’ anti-inflation
policies (e.g., money supply, exchange rate oafithh targeting) that fail to

distinguish the role of the ‘vertical’ (sector amidtorically specific) features of

° ‘It is true that the model argues that democratygs a cost with no economic benefit. But the
behaviour which generates the cost is entirelyitarkn a rationale. In the model one [political]
party has a greater desire than the other to regiuemployment, but the assumed structure of the
economy means this can manifest itself only aghdrirate of inflation. Thus, fundamentally, the
electorate are choosing rates of inflation. Théalifty is that no explanation is offered as to why
parties favouring different rates of inflation cionie to exist when voters understand that inflation
brings no benefits. The parties are in effect bexggenously given policies which do not make
sense in the context of the model, whereas onedntaile expected the members of the pro-
inflation party, recognising that it brings no béigeo change the policy’ (Forder 2003, pp.22-3).
19 See Watson (2002, p.187).
1 Cited in Chowdhury (2004a, p.25).
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specific inflationary episodes. This bias towargsess abstraction is, in part, a
reflection of the insufficiencies of mainstream eemics, which is structured
around ‘equilibrium’ positions determined simultansly by all the variables in
the system. In this case, it is difficult to asaertthecausesf disequilibrium

(e.g., persistent inflation) in a logically consist manner, and to devise specific,

low cost policies to address them.

Finally, mainstream theory is also misleading.utgorts to be ‘neutral’ and to
advocate technically ‘efficient’ solutions to ses&conomic problems but, in fact,
it fosters the narrow interests of finance abovethlers (see sections 3.5 and 3.6).
Policies inspired by the mainstream approach detram the achievement of
MDGs, and they should be replaced by pro-poorradteres (see section 5.3).

2.2 — Economic Implications of Inflation

Given the strong emphasis of mainstream theoryertosts of inflation (see
section 1.1.1), it may seem surprising to find hbim is the literature addressing
this issue. This section briefly considers fourgndial macroeconomic
implications of inflation, without any attempt toaantify their potential trade-offs.
They include the relationship between inflatiorgwth and unemployment, the
costs of moderate inflation, and the distributine &inancial implications of

inflation.

2.2.1 — Inflation, Growth and Unemployment

It was shown in sections 1.1.1 and 1.1.2 that nti@am theory claims that there
is a short-term trade-off only between inflatiompwth and unemployment, but
there is no long-term trade-off. It also claimstthigh and variable inflation
carries significant costs in terms of growth andmployment. In this case, it may
be worth paying a substantial short-term cost dnce inflation, in order to enjoy

higher growth rates and levels of welfare in theglderm.
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Take, for example, the study by Ghosh and Phi{lj98) examining the
relationship between inflation, disinflation andjmut growth in IMF member
countries between 1960 and 1996. The main findudisis study were, first, that
inflation is ‘one of the most important determiraont GDP growth (second only
to physical and human capitalf.Moreover, ‘of the various factors that might
affect growth, perhaps none is as readily changéka short-run as the inflation

113

rate’;”” suggesting that anti-inflation policy can playiarportant role in the

promotion of sustainable growth.

Second, there is a ‘statistically significant andéconomically interesting’
negative relationship between inflation and growitihough part of this
relationship may stem ‘from effects of growth oflation, we still find a
statistically and economically significant relatstrip between inflation and GDP
growth when we use several sets of instrumentsritral for such

simultaneity’*

Third, this relationship is nonlinear, in two sesisat very low inflation rates ...
inflation and growth are positively correlated. &thise, inflation and growth are
negatively correlated’. Moreover, ‘the decline mogth associated with an
increase from 10 percent to 20 percent inflatiomigh larger than that associated
with moving from 40 percent to 50 percent inflatidh This implies that there is
‘an optimal or growth-maximizing rate of inflatioaround 2-3 per cent per
annum (this kink cannot be identified precisely ibis certainly below 5 per

cent)!®

Fourth, disinflation is not bad for growth; in fatihe ‘short-run growth costs of

disinflation are only relevant for the most sevéienflations, or when the initial

2 Ghosh and Phillips (1998, p.675).
13 Ghosh and Phillips (1998, p.708).
* Ghosh and Phillips (1998, p.674).
!> Ghosh and Phillips (1998, p.674); see also p.678.
'¢ Ghosh and Phillips (1998, p.697).
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inflation rate is well within the single-digit raag'’ However, starting ‘from
inflation rates above 6 percent, only the mosttaraksinflations (at least halving
the inflation rate in a single year) are associatgd any negative impact on
growth (which itself is largely offset by the higlgrowth associated with the new
lower level of inflation)':®

Findings such as these have been questioned Wystasatial literature, not always
heterodox. For example, it has been claimed tleaetis no statistically
significant relationship between inflation and gtby” that disinflation does carry
significant short-term cosf8 that moderate inflation is not bad for growth (see
section 2.2.2), that inflation is not always costythe poor (see section 2.2.3),
and that estimates of the costs of inflation syst&rally ignore the costs of
unemployment, stagnation and technological backmessl (see section 3).

If there is a trade-off between inflation, growtidaunemployment it must be both
elusive and unstable, as is shown by the confatividence found in the
literature and the frequently changing estimatethefequilibrium’ rate of
unemployment in most economigdMainstream studies often generalise on the
basis of a few cases of extremely high inflatiomvimch growth was
simultaneously compromised, and where the resumpfigrowth was
accompanied by the elimination of high inflationisl certainly likely that very
high inflation creates obstacles to growth; in éheases, stabilisation could
facilitate the growth of output and productivityoWever, high inflation and low
growth rates could be meregdymptom®f other economic problems (e.g., the
process of transition in the former socialist coms), in which case stabilisation

per semay not be conducive to the resumption of growth.

" Ghosh and Phillips (1998, p.672).
'8 Ghosh and Phillips (1998, p.675).
19 See Kirkpatrick and Nixson (1987) and the refeesrtberein.
%0 See Dornbusch and Fischer (1991).
L See Arestis and Sawyer (2005, table 2).
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It is likely that ageneraltrade-off between inflation, growth and unemplowtis
simply non-existent, since economies are knowrréavgapidly for long periods
— often for several years — with stable or fallurgemployment, and without any
significant inflationary pressures (see Box 4, aylde B). In other words, this
trade-off cannot simply be assumed to exist, ondee‘demonstrated’ through
panel data analysis. Since the relationship betvlesse variables is likely to shift
significantly depending on the structural and tasibnal features of the economy,
its stage in the cycle and the state’s economiccigs| this trade-off has to be
shown to exist (or not) for each economy, and ergyeriod. It would be
misguided to design economic policy under the agpsiam that there is a stable
and universally valid trade-off between inflatignpwth and unemployment,

since none may be present.

The case for the superiority of price stability edso be questioned on the basis
of estimates of this presumed trade-off. For examipbrder (2003, p.14) reports
that holding the US unemployment rate 1 per celavibéhe NAIRU for a year

results in an increase in inflation of only 0.3 pent.

Alternatively, suppose that Milton Friedman is tigéind that it takes many years
for expected inflation to catch up with reality alicountry adopts a policy of
gradually raising inflation over thirty years, aménages to keep unemployment

two per cent below its natural rate during thererpieriod,

we can perform a thoroughly back of the envelos-benefit calculation.
Over the 30 year period, the total of output inesscof the natural level
will be about 60% of one year’'s GDP. At a rateatfirn of 5%, that extra
output, if invested, is worth 3% of GDP per yeapéarpetuity. On the cost
side we have an equilibrium rate of inflation oRP40The question,
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therefore, is whether we would think such an in@eptin income is worth

the price of the inflatioR?

Finally, suppose that there is a natural rate ehyployment but this rate is
unknown at any point in time. It may therefore bartlvwhile to adopt a policy of
‘cautious expansionism’, testing the limits of gtbveven at some risk of
increasing inflation, especially if the cost oflatfon is not extraordinarily high

(as was claimed abové).

None of these arguments indicates that inflatiogasd’. Rather, they highlight
the fact that there may lehoicesto be made about the priority and intensity to be
given to inflation control. These are not simplchnical’ issues, and the benefits
of low inflation do not necessarily trump every ceivable alternative, every

time.

2.2.2 — Moderate Inflation

Several studies indicate that moderate inflatiooyad 10-40 per cent per annum,
does not always have negative economic consequeartsioes not tend to
accelerate. Moderate inflation is not associatet slower growth, lower
investment, higher unemployment, less foreign diraeestment, or the
deterioration of any other important real variabfel is even possible that
moderate inflation will help tsustaineconomic growth, especially when there is

excess capacity and significant unemployment oetardployment.

It has also not been shown convincingly that magdrdlation is harmful either

to the poor, or for the distribution of income (seetion 2.2.3). Quite the

22 Forder (n.d.).
% This suggestion made by Joseph Stiglitz is cite&drder (n.d.).
4 See, for example, Bruno (1985), Bruno and Eas{@é896), Chang and Grabel (2004, ch.11),
Dornbusch and Fischer (1991), Epstein and Yeld@64pand Rao (2002).
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contrary, moderate inflation has been reportecetagsociated withigher
incomes for the poorest, and monetary contractiim aworseningof the relative
position of the poof® In fact, several studies claim that excessil@lyinflation
can be bad for growth, especially if prices and egagre sticky downwards (see
sections 2.2.1, 3.1 and 4.5).

In sum, it seems, first, that the relationship leswinflation and growth is non-
linear. Second, the optimal rate of inflation chamge in space and in time, and it

may even be positively correlated with the ratea@inomic growth:

While some will interpret this as a licence for Bjgending, huge deficits

and hyperinflation, we simply point out that thes@o strong evidence in
support of the argument that very low inflatioreither pro-growth or pro-
poor. Actually, too low an inflation rate can behasmful to the poor as

too high a rate of inflatiof

Third, even though high inflatiocen harm the poor, excessively low inflation and
conventional stabilisation policies can haveghmeresult (see section 3).
Therefore, there seem to be no grounds to claitmnfation should always be
maintained in the 0-5 per cent range, as tends thdycase in IT countries (see
Box 4)%’

2.2.3 — The Distributive Implications of Inflation

Mainstream theory traditionally claims that inftatiis especially costly for the
poor (see section 1.1.1). This is because thereggmif the poor (mainly wages,
pensions and benefits) are fixed in nominal tens, they tend to be easily

eroded by inflation. The poor also hold a largarshof their assets in liquid form

% Forder (2003, pp.16-17); see also Vandemoort€le42p.13) and Weeks et al (2002).
%6 vandemoortele (2004, p.13).
" See McKinley (2003).
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when compared to the rich, and these assets aredmataly devalued by
inflation. Finally, the poor find it difficult to &dge against inflation because they

lack access to the financial systé.

These losses are probably tfdélowever, this is not the full picture. First, many
poor people, especially in rural areas, are redhtiless exposed to the monetary
economy and less dependent on cash earnings th&passibly less poor) urban
population. Second, the poor are often net debamd inflation may reduce their
debt burden. Third, if the relative price of foaatieases through inflation at least
some of the poor might benefit, if they are netdf@ooducers. Fourth, experiences
in Latin America have indicated that it is the meldlass that is especially
vulnerable to high inflation, because they are lyiglependent on monetary
exchanges, have little surplus cash to invest angod have much access to own

produced basic good8.

Finally, numerous studies show that the poor aawiheand disproportionately
penalised by conventional (mainstream) disinflapoogrammes’ These
programmes normally generate absohgevell agelative losses for the poor,
that is, they tend to make the poor poorer anditherelatively (if not absolutely)
richer. This is because they reduce the rate ai@oa growth and the real
wages, increase the rate of unemployment and teo€debt, and eliminate
protective labour regulations that previously hdlpe protect the standard of

living of the poor (see section 4).

It seems that there is no linear or stable relatignbetween inflation and the

distribution of income, in either the short or tbag-run. This relationship is

% For an overview of these arguments see, for exarjalsha and Palanivel (2004, p.13) and
Sahay, Cashin and Mauro (2001, p.6).
#9 Sahay, Cashin and Mauro (2001, p.6) claim thabalgh inflation erodes the poor's wages, the
confiscation of their savings ot especially serious because they hold little cash.
% See Pasha and Palanivel (2004, p.13) and Vandézte @004, p.13).
%1 See, for example, Garuda (2000), Pastor (1987 Vaeeland (2002).
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indirect and highly complex, and simplistic claithat inflation is always worse
for the poor tend to draw on a small number of presentative cases. Moderate
inflation, in particular, seems to hame significant impact on poverty or
distribution, if one controls for the rate of ecamio growth? In their careful

study of inflation, growth and poverty in Asia, Rasand Palanivel conclude that:

The lack of sensitivity of poverty to inflation ame of the potentially more
important findings of [this] paper. It highlightisat the trade-off faced by
policies, fiscal or monetary, between growth arfthtron from the
viewpoint of impact of poverty is not as severéas traditionally been
thought. It appears that to the extent that exjpaasy policies are resorted
to with the objective of stimulating the procesgudwth, then any
resulting inflation is likely to be less damaging overty. This clearly
strengthens the case for pursuing expansionargl s monetary
policies at a time when space already exists,fdion rates are currently

low throughout the regioft.

Similarly, Bulit (2001) claims that the distributive impact of atfbn is non-
linear, that is, inflation increases income inegyabut this effect is strongest at

very high rates of inflation:

[H]yperinflation dramatically worsens income dibtrtion ... countries
with either high or low inflation have Gini coefi@nts that are lower by

about 7 or 8 Gini points, respectively, than caiestwith hyperinflatiort

There seems to be a kink in the impact of inflabardistribution at very low
rates of inflation. This kink works both ways, imiplg that a reduction in

inflation from hyperinflationary levels reduces amse inequality significantly,

%2 See Pasha and Palanivel (2004, pp.14-15).
% pasha and Palanivel (2004, pp.15-16).
% Bulif (2001, p.151).

63



but further disinflation towards very low ratesinflation bring about negligible

distributive gains®

Although these distributive effects are statisticalgnificant, Bulf points out that

they are small:

There is little reason to assume that changedlation can cause a major
swing in a country’s income distribution rapidlythis were so, we would
observe much larger annual swings in income digiioh because

inflation is prone to cyclical fluctuatioris.

In other words, it would be misguided to try to el ingrained problems of
poverty and inequality through anti-inflation padis. Serious attempts to alleviate
poverty and improve the distribution of income regspecificporogrammes
involving several levels of government, rather tpamarily or exclusively the

monetary authorities (see section 5.3).

Finally, it is curious that, even though the po supposed to lose heavily
through inflation, it ifinancethat tends to complain most loudly about the
damage caused by inflation, and to demand its eéitian throughmainstream
stabilisation programmes, among them IT and CB2 getion 3). This may
indicate that — regardless of who actually losadmm inflation — mainstream

stabilisation programmes systematically favourricex

Independent central banks are structurally biasedrds the interests of
the financial community, an interest group for whionw inflation is of
paramount importance. While there are other intepesips that are also

harmed by inflation (e.g. those living on a fixedome, such as

% See Bulf (2001, pp.139, 151, 154).
% Bulif (2001, p.146).
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pensioners), the economic interests of the findico@mmunity are most
directly and profoundly harmed by inflation. Ittleerefore unsurprising
that the financial community — a community thamisbile, politically
powerful, and maintains strong international tias such a forceful
advocate of central bank independence, an ingtitatiform that

maximizes the opportunity for monetary policy thsin its interests’

In fact,

the industrial community and export-oriented praafaqand those
employed in their enterprises) do not share withrciers an obsession
with the prevention of inflation through restriativnonetary policy.
Industrialists are often damaged by increases lirolaing costs that result
from increases in interest rates. In addition, expdented producers are
also often harmed by the appreciation of the doimestrency that results
from an increase in interest rates ... Thus theeildigional effects of the
monetary policy pursued by independent central ban& far from
neutral®®

This insight may be substantiated by the positlationship that seems to exist
in many countries betwedmgh real interest rates (an essential element of
mainstream stabilisation programmes) aigh Gini coefficients (see Box 5,

appendix B).

37 Chang and Grabel (2004, pp.182-3).
% Chang and Grabel (2004, pp.183).
65



2.2.4 — The Financial Implications of Inflation

Mainstream theory claims that inflation contributeconomic inefficiency and
underperformance through demonetisation and thectiesh of financial system
depth.

This is plausible, but it is not necessarily thd ehthe story. The financial
consequences of inflation depend, among other shimg the structure of the
monetary and financial systems, their relationst¥itp the productive and foreign
sectors, the sources and uses of saving, andl#t®nship between finance,
industry and the state. For example, inflation dantduce wealth holders to shift
their savings from monetary and financial assetauestment in plant and
equipment, which could assist the process of grétéiternatively, inflation
could create incentives for the development of xalifleked financial assets that
may help tadeeperthe financial systerff’ It is impossible to draw generally valid

conclusions, especially in cases of moderate infiat

2.2.5 — Summing Up

This section has indicated that there are no gretm@resume that there is a
generalrelationship between inflation and unemploymentwgh, financial
development or income distribution. It is also plolesthat moderate inflation may
carry no significant costs, and it may even be oo to faster growth. In
contrast, excessively low inflationaybe costly (there is no dispute about the
negative implications of high inflation), and ménesm stabilisation programmes

canbe highly costly for the poor.

%9 See Chowdhury (2004a).
“° This seems to have been the case in Brazil, skisfith (1986) and Lees, Botts and Cysne
(1990).
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In these circumstances, it would be unwise to iregws poor countries a rigid
institutional framework compelling the central baonkpursue very low rates of
inflation with little regard to the costs of thisategy and the costs of low
inflation. After all, why should governments giviesalute priority to possibly
non-existent problems to the exclusion of realligtxg economic ills, and
relentlessly promote inflation control as the cost@ne for a healthy economy
when there is no consistent evidence supportirggdiaim? This misguided
priority may be part of an attempt to foster onistycthe interests of the domestic
and international financial sector. In this casB] &d IT would be inimical to

the achievement of pro-poor outcomes. This claidigsussed in the next section.
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3 — The Costs of CBl and IT

This section considers the potential costs of tMPK. Six types of costs are
considered below, the costs of low inflation, tlsts of using interest rates to
control inflation, the costs of conflicts betwe@nand balance of payments
equilibrium, the costs of the central bank’s duahuate, the costs of CBI and the
costs of agency capture and financial bias.

3.1 — The Cost of Targeting Very Low Inflation

The first important cost of the NMPC is due to itm@osition of invariably very
low IT. The theoretical insufficiencies of the NMP@viewed in section 2.1,
foster the view that governments should put in@iastitutional mechanisms to

ensure that inflation will be permanently very lowzero.

This is misguided, because excessively low aneéxitile inflation targets can
foster output volatility (as was shown in sectioh.4), and they can lock the
economy into a low-level equilibrium with low gradwthigh unemployment and
intractable problems of poverty and inequality (seetion 4.5). Moreover,
permanently contractionary policies can also haagative distributive
implications (see section 2.2.3), which is incontgatwith MDGs and pro-poor

objectives.

3.2 — The Cost of High Real Interest Rates

In the NMPC inflation control is achieved primarttyrough the manipulation of
interest rates (see section 1.2). This impliesrisatinterest rates tend to be
higher under this policy regime than under an aéigve regime in which other

instruments play a more significant role in infbaticontrol.

There is no question that higher interest rategeduce inflation. They do so,
first, because they increase the costs of produdtwestment and consumption,
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and they may trigger government spending cuts Isecalithe greater cost of the
domestic public debt service. The weakening of defriands to compress the
profit margins in the competitive sector of the mmmy (the oligopolistic firms
may be able to increase prices in order to defea profits, but this will be

ignored below for simplicity).

Higher financial costs may force highly leveragedimancially weaker firms into
bankruptcy, regardless of their economic prospeetsinical efficiency or

strategic importance. The remaining firms coulgoesl to these cost and demand
pressures by reducing variable costs by inequitaideinefficient means. For
example, they could find ways to reduce tax paysientrease the intensity of
work or the unpaid working hours (in order to coirthe employed workers to
work for their dismissed colleagues), increasettineover of labour (to hire
cheaper workers), increase the degree of inforatadis of the workforce (since
informal workers tend to earn lower wages and Bmdial security and

employment protection), and so on.

These economic changes will shift the structurhefeconomy. Finance will tend
to gain (see below), and other shifts may affeetrtiationship between the
tradable and non-tradable sectors, industry andwdtgre, and the sub-sectors
within them. The impact of higher interest ratesrea be anticipated in the
abstract, because it depends on the initial streaifithe economy, the response
of the exchange rates, the pattern of demandeponses of the export and

import sectors, and other variables.

In this framework, it is possible that when growitially resumes firms may
attempt to restore their profit margins, possibiygering an inflation bubble.
Although this bubble would tend to blow itself oy#gmay trigger a knee-jerk
response by the central bank through another rotinderest rate increases. In
this case, the recovery may be throttled, and tbe@ny may be eventually

locked into a low-growth, high-unemployment trapgsection 4.5).
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Finally, macroeconomic policies are not distribnatly neutral. Higher interest
rates can transfer income in two ways, firstly frmmustrial profit to rentiers and,
secondly, from workers to capital (see section3}.2n their careful study of the
distributional impact of high interest rates in th® and the UK between 1963
and 1997, Argitis and Pitelis identify both effecifiey argue that higher interest
rates increase production costs, transfer incooma fndustrial capital to finance,
and reduce the share of industrial capital in n@agevincome. Later, the industrial
capitalists may try to recoup their losses by nggirices, if the market conditions
are favourable, or they may try to reduce unit weags by extracting more
labour for the same wage (as was explained abbve)der to offset its higher
interest costs industrial capital will tend to derdanore flexible labour markets
(and, possibly, lower import barriers, since chimaports can overwhelm labour
resistance very effectively If the industrial capitalists are successfu tion-
wage income share will increase, while the workehsire will fall as a result of

the higher interest ratés.

In the US and the UK (and elsewhere) higher inteses were not imposed by
market processes. Rather, they were introducesbgrgments as part of a
macroeconomic management strategy. These policigsilouted to a significant
shift of the distribution of income towards non-wagcome in general, and

finance in particular:

The money lending interest rate appears to be tist iMmportant
determinant of the industrial profit share ... Mtamg policy ... [is] a
channel through which intracapitalist distributiboanflicts directly affect
the distribution of non-wage income between indakénd financial
capital. The implementation of a restrictive monggaolicy ... will

redistribute non-wage income in favour of the ficiahcapital ... The

! See Argitis and Pitelis (2001, pp.625-6) and Saisttb (2005).
2 Argitis and Pitelis (2001, pp.620-2).
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opposite distributional effects will occur if moaey policy is

expansionary.

The imposition of these restrictive monetary peiscis simultaneouslyraflex of
the growing power of finance, andtstersthe further increase of the power of
this social grouf.However, both the concentration of power in thedseof
finance and the concentration of income in the barfdhe capitalist sector are
inimical to pro-poor outcomes. If high interesterablicies systematically foster
these outcomes, they shoulot play a prominent part in pro-poor economic

strategies and, specifically, in pro-poor disinflatprogrammes.

3.3 — The Cost of Conflicts between IT and Balanagd Payments Equilibrium

Open economies have more trouble pursuing IT, éslheif they are poor (see
section 4). This is because some of their polisfruments must be committed to
maintaining a sustainable balance of paymentsipogiinless they can print
international currency, but this is the privilegeoaly a small number of nations),
dealing with external shocks and contending withdtditional channels linking
policy variables and outcomes (for example, theleympent effect of exchange

rate changes).

These economies are also unable to target bottiorland the exchange rate
simultaneously, because an economy can have oselypaminal anchor (see
section 1.1.3). Having said this, ITaksoincompatible with completely freely
floating exchange rates, because they generatatob instability and can wreak

% Argitis and Pitelis (2001, p.632); see also pp.&86 628 and Rao (2002).
* Argitis and Pitelis (2001, p.629).
®‘Insofar as the additional exchange rate charinking interest rates to inflation changes the
structure of policy lags, openness also requirdsnieng the relative weights on inflation and
output in the [central bank’s] reaction function.general, the central bank of an open economy
will respond less to inflation deviations relatieoutput deviations, since monetary policy, which
also operates through the exchange rate, now tmese@powerful, immediate effect on inflation’
(Eichengreen 2002, p.20); see also p.41.
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havoc on relative prices and on tight inflatiorgets® IT countries must therefore

adopt manageidirty’) floating exchange rate regimes:

A basic requirement for implementing an inflatiangeting framework
[is] the absence of implicit targeting of the exada rate ... Adopting a
low and stable inflation rate as the main objectif’enonetary policy
requires in principle the absence of any commitnieat particular value
of the exchange rate, as is the case under arfipatichange rate regine.

The IT may conflict with the country’s balance @yments position at two levels.
First, there may be conflicting demands on ther@derates (see section 3.2). In
any small open economy with relatively developedency and financial markets
there is a close relationship between the followiagables: the level of the
interest rates, the inflation rate, the fiscal diéfthe unemployment rate, the
exchange rate and the level and direction of ttermational capital flows. There
IS no guarantee that a single interest rate catrad@ygregate demand (and
deliver IT), maintain a sustainable fiscal balaradear the labour market, ensure
exchange rate stability and deliver balance of gaysequilibrium. Achieving
these widely different goals requires a combinatibpolicies in which the

interest rates play an important but not necegsadeitisive role.

Attributing unwarranted priority to the manipulatiof interest rates in economic
policy-making, as is the case in IT countries &e&ion 1.2) implies that these

rates will tend to be determined by the highemad possible levels: the interest

® ‘Exchange rate ... volatility generates frequenisions of inflation rate expectations and may
result in non-fulfillment of inflation targets. Asgeneral rule, the actions of the central bank
should not move the exchange rate to artificialmgustainable levels. However, the central bank
may react to exchange rate movements to curb thdtirey inflationary pressures’ (Minella et al
2002, p.25).
" Agénor (2001, pp.4, 24). For this reason, ‘thetregank of Brazil ... has ... been implementing
a dirty-floating exchange rate policy. Such inteens are made as transparent as possible in
order to avoid the concern ... that interventiory miader the credibility of monetary policy as the
public may realize that stabilizing the exchange takes precedence over promoting price
stability as a policy objective’ (Minella et al ZBD0pp.25-6).
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rates required to achieve IT, and those needelbse the balance of payments. If
the latter is higher the exchange rate will belstdtut the economy will tend to
become depressed through lack of demand. Unemplaymk increase, inflation
will decline to very low levels or move into negettiterritory, and the country
could slide into a stabilisation trap (see sectid). Alternatively, if the former is
higher there will be abundant inflows of foreigrpital, especially if the capital
account of the balance of payments has been libedalas is often the case in
NMPC countrie$. These inflows could finance industrial developmenthey
could finance consumer goods imports to satisfystiieent classes. They would
also foster the revaluation of the exchange raigmially creating deflationary
pressures. The increase in the country’s exteiatalities will be matched by the
swelling of the domestic public debt, potentialiypesing the economy to a
financial crisis, a balance of payments crisissed crisis, or all three of them.

In sum, IT could generate additional output indtghin an open econom?’

Second, it may be difficult to pursue IT if theyaie sector has large liabilities
denominated in foreign currency (liability dollaatson, see section 4.2). In this
case the financial institutions and their customéhsbe saddled with currency
mismatches, which could be very costly should ttehange rate depreciate
(especially if these exposures are not hedgedsd& hasmatches will create
demands for the central bank to maintain exchaaggestability, although this is
ultimately incompatible with the IT regime (see adp" It is possible that, under
these circumstances, inflation targeting may bellyeappropriate, and a hard
exchange rate peg may be more desirable, espeftalery small economies. In
this case the advantages of CBI would become paczgygemic.

8 See Eichengreen (2002, p.13) and Helleiner (1998).
° Seejnter alia, Arestis and Glickman (2002), Jomo (2001), Palt®98) and Weller (2001).
Several Latin American countries experienced perfchigh interest rates for one or the other
reason during the nineties; see Saad-Filho (2005).
1% Eichengreen (2002, p.14).
! Eichengreen (2002, pp.38-41).
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3.4 — The Cost of the Central Bank’s Dual Mandate

The NMPC debate about dual or hierarchical mandatdbte central bank (see
section 1.3.4) is largely a red herring, since éfyrdtion inflation targeting
implies that inflation control is the most importarjective of economic policy.
There is, howevegnothertype of dual mandate for the central bank which is
unavoidable, not always clearly recognised by theeaates of the NMPC, and
which may carry considerable costs.

It was shown in sections 1.1-1.3 that the independentral bank is responsible
for achieving IT. However, the central bank musbatontinue to be the bank of
banks and the institution responsible for presgriine stability of the domestic
financial system. These tasks cannot be delegataddther institution; they are
necessarily part of the central bank’s refhin normal circumstances these two
mandates are compatible, but they may conflict@aphg if the asset and product
markets give contradictory signals about inflatibasset prices are very volatile,
or if asset prices rise rapidly as a proportioGefP. For example, if price
inflation threatens to escalate the central bank beacompelled to raise interest
rates, which could undermine financial system §itgl@nd trigger a costly
crisis!® Alternatively, if deflation looms the central bamiay be forced to lower
interest rates, although this may fuel a destabgibout of asset price inflation
(i.e., excessively rapid increases in the priceshafes, bonds, houses or land) and
a debt and consumption bubble based on loans skonriose rising asset

prices™

The close relationship between price inflation speal and company debt,

financial system stability and asset price inflatioespecially when the

12 See Lapavitsas (1997).
13T target price stability if that was in dangertwinging financial collapse would ... be a very
narrow vision ... of monetary stability. It woul@rtainly not be good policy’ (Forder 2003, p.15).
1 See Arestis and Sawyer (1998, 2005) and Toporo(26Ki0).
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manipulation of interest rates becomes the mosbitapt instrument of economic
policy — and the potentially huge cost of finan@ases indicate that central banks
ought to monitor asset prices and levels of @shpart of their duty to maintain
economic stabilitysee section 5.2.In fact, the excessive focus of the NMPC on
inflation control tends to distract attention fréhe financial sector as a major
source of instability, which is misguided becausedutput and employment
costs of financial crises can easyceedany reasonable estimate of the cost of
moderate inflatiort® In this sense, the NMPC offers poor guidance fonatary

policy.

Most mainstream economists claim that it is imgdassio monitor asset prices
and debt levels and, even if this were possiblhauld not be attempted for four
reasons. First, because attempts to influence psset would interfere with the
principles of the free market. However, complasrts never heard when the
central bank must clean up the financial systemuhtic expense, after the crisis.
Second, because it is allegedly impossible to kwbwn asset price rises result
from ‘speculative’ or ‘fundamental’ factors. Thstrue at the margin, but the
curbs being discussed here concern only large ti@vsaof the prices of financial
assets from their historical pattern. It would ®rdyenuous to claim that trained
economists are unable to spot price movements®frtagnitude. Third, because
loans are based on voluntary contracts and the siatuld not interfere in
economic transactions between willing parties. Mmesv is based on a partial
assessment of the problem, because the debt bedoiderns not only individual
choices but also their macroeconomic consequendesh are of concern to the
monetary authorities. Fourth, and finally, becacesstral bank attempts to prickle
an ongoing financial bubble may trigger a costigisr This is certainly possible,
but the costs of financial instability and crisisaa even later stage would

probably be even higher. In sum, there is no reagoncentral banks should fail

!5 For estimates of the cost of financial crises,\&eeld Bank (1989, ch.5).
' See Rao (2002) for a similar argument.
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to monitor asset prices and intervene in assetetsik order to preserve

financial system stability’

Excessive debt, asset price volatility and asseepnflation can be tackled in
different ways. They include credit controls, tegulation of the issue and
trading of financial assets, the demand for theldssire of detailed information
about the traded assets and their owners, andibesition of capital gains taxes.
These are not undue interferences with a smootimgtioning market. Rather,
this is theminimumcounterpart for the insurance services providethby
government to the owners of financial assets aadliareholders of the financial

institutions.

3.5 - The Cost of Central Bank ‘Independence’

The NMPC claims that IT and CBI will boost the dtelity of monetary policy
and the transparency and accountability of theraebaink, because the bank will
be able to focus on clear and achievable goalstamperformance will be
accountable to the public. The democratic vene&gRifis reinforced by the
claim that ‘independence’ should referingtrumentsather thargoals(see

section 1.1.4).

The contrast between instrument and goal indepemdsmot part of a serious
debate about economic policy. ‘Goal independerka’¢aricature — a straw man

invented to support the case for instrument inddpeoe No oneclaims that the

" For Agénor (2001, p.40), ‘the information contalrie asset prices movements may be limited
because they may reflect erratic changes in exji@aeta To what extent this is actually the case
may be difficult to gauge, because existing asse¢ pnodels are based on unobserved variables;
their empirical predictions are subject to wide gias of error. This makes it difficult to identify
the “right” price (reflecting, say, future profitgwth rates or productivity shocks) and therefore
what is an erratic movement or speculative buldblsuch conditions, incorporating asset prices
systematically in monetary policy feedback ruleg/ha unwarranted. Moreover, the risk
premium that is typically embedded in asset prieess to vary over time. Basing monetary
policy on a broader, asset-based measure of mice®netary conditions may actually lead to
greater variability in current and future outputianflation.’
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central bank should be able to choose its own teygestruments and policy

horizons, and pursue them at public expense.

Let us then focus on the more serious matter efungent independence. The
case for instrument independence was outlinedatioses 1.1.3, 1.1.4 and 1.3.
This case hinges on the credibility, transparemz/accountability of monetary
policy. These arguments are inconsistent, disingesand politically and

financially costly for five reasons.

First, arguments for CBI are based on the presungkhter transparency,
legitimacy and accountability of monetary policyden this institutional
arrangement. However, this claim veils the grestepe fordiscretionin the
conduct of monetary policy under CBI. In this pglregime the board of the
central bank becomes free to consult ‘the marlaatd’ select among a broad range
of possible levels of interest rates, among otldicy instruments. In contrast, in
previous monetary policy regimes claims for higinéerest rates, for example,
would have to be argued politically at several Isw# government, especially at
the Ministry of Finance. There, counter-claims egsing the interests of different
social groups could (at least in principle) be deand there might have been
scope for reaching a balanced decision (see se&at®)nin other words, anti-
inflation policies ought to be determined througteasonable assessment of the
social and economic costs of inflation, their dimttive implications, and the
distribution of the gains of stabilisation. Thisbd#e should bevelcomedor how
‘could it be thought reprehensible for the eleatsgresentatives of the people to
seek to influence — by persuasive argument perhaips central aspects of

[economic] policy?*®

'8 Forder (n.d.).
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Therefore, CBI isindemocratidecause the insulation of monetary policy from
public debateeduceghe accountability of the central bank to the pylznd

curtails the democratic legitimacy of monetary policy:

It is apparent, then, that the advocates of indégece have settled on a
notion of ‘accountability’ which misses the essahpioint and is
inadequate to the task of establishing the demiodeggitimacy of
independent central banking. Placing an obligattoexplain’ on

agencies is not a means by which the demos goveérns.

Second, greater central bank ‘credibility’ and Wigggion’ are misnomers. The
improved indicators of credibility that usually limlv CBI are not due to higher
values being generated by impartial econometricetsodExpectations’ are the
sentiments of a relatively narrow circle of indivals in positions of power, and
whose material interests are directly affectednigydhoice of government policy.
In this case, ‘improved expectations’ are simphgféection of the closer
institutional relationship between the central bank the financial markets under
CBI, the financial operators’ appreciation of tletal banks’ performance, and
their confidence that monetary policy will continwebe determined by their
narrow interests in the future. ‘Credibility’ meass thetakeoverof monetary
policy by the financial interests (see beld®)n spite of these limitations,
government behaviour can influence the existingsuess of credibility in a more
constructive way. Consistent policies that araahyt ‘not credible’ (that is, not

conducive to the short-term objectives of the feiahmarkets) can gain

9 Forder (2003, p.41). This article includes a coghpnsive review of the inconsistencies in CBI
and the case for economic democracy. See alsoikjpsté Yeldan (2004).
2 “What does one make, for example, of the remarfoher Bundesbank president Blessing ...
that a central bank “has to be independent beaaneseannot really trust the politicians — they are
all a rotten lot and any of them might seek toasétof a hole by printing money”? One wonders
what Mr Blessing would have trusted to politicso(8er 2003, p.3nl).
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credibility if they are implemented firmly and pwgefully, and if they achieve

results that are not wholly incompatible with tbed-term interests of finanéé.

Third, the central bank is presumably differentrother public sector
institutions because of the supposed neutralitisaibjectives and the technical
difficulty of implementing the ‘optimal’ monetaryoficy.?? From a mainstream
perspective, most public institutions allocate tadibudgets among competing
priorities, and their choices should be scrutinisgdhe voters regularly. In
contrast, the central bank does not have real esd@make, and its routine
operations should normally be insulated from ‘umasated’ pressures from sub-
national governments, politicians, trade uniong) sbciety organisations and
social movements, in order to avoid ‘politicisimgbnetary policy decisions and
risking the credibility of the ITR. This argumestinconsistent. The management
of the tax system, the rail network, the electyigtid and the government’s
housing programme are just as complex as the imgsieation of sound monetary
policies?® All of them have significant distributive impliégans, and they involve
a combination of technical knowledge and politidabices — in fact, just like the

administration of large private firms. The diffecenbetween them, trivially, is

2! The success of the initially much-derided Malaysiapital controls in the early eighties is only
one example of how governments can transform filshntarket expectations; see Epstein, Grabel
and Jomo (2003) and Kaplan and Rodrik (2000). &meSicsu (2001).
?2'The remarkable degree of isolation of the Europeentral bank from democratic control is
called ‘independence’, it is emphasised by its adtes that complete protection from political
control is necessary to its successful operatiod,itis said that this is desirable because moyeta
policy is a purely technical matter involving ndw&judgements; politicians in control will set it
for electoral ends; and independence will improneslibility’ (Forder 2003, p.42).
# Blinder ... is unusually explicit amongst the adates of [central bank] independence in
making the case in terms of the absence of noreaésues. He specifically draws attention to the
fact that the details of tax policy are no less plem than the operation of monetary policy, but
argues that they are properly kept under Congreak@mntrol because they have significant
distributive effects. Monetary policy, on the otliand, he says, lacks these effects, and therefore
the fact that it is difficult argues for the rembwédirect control of it from politicians ... Altfugh
the claim that monetary policy involves only tedatimatters does not acknowledge the view that
democracy has intrinsic value, it also suffers ntherhaps more important internal weaknesses.
First, there is doubt as to the value of the nanata theory itself. Secondly even if it is thesea
that monetary policy has no lasting effect on empient, it does not follow that it has no
temporary effect that should be the concern ofcgolThirdly, it is erroneous to deduce from the
non-existence of monetary effects on employmerttrtienetary policy has no effects on any
policy objective other than inflation’ (Forder 20q811).
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that incorrect decisions by private firms are phadfinancially, while
government policy decisions must be open to puddiatiny through the

democratic process.

Fourth, advocates of CBI implicitly argue that ttemtral bank should become
simply a machine that performs reliably a speddsk. The bank should
mechanically (and ‘transparently’) manipulate aegiset of instruments,
especially the interest rates, in order to deltierinflation targets set by the
government. In this case central bank policieshmassessed only through their
efficacy, and studies of IT never forget to mentibat the Governor of the central
bank of New Zealand can be dismissed if s/he failchieve the 1T This
argument is incorrect. On the one hand, it presuiregshe central bank can
deliver (something approaching to) the inflatiorgtds if itreally wants to. This

is merely a revamped version of the monetaristrckiat money supply targeting
is feasible and sufficient to control the raterdfation, which was proven to be
wrong many years ago (see section 220n the other hand, it ignores the real
dilemmas involved in central bank policy, espeyi#ttle potential conflicts

between monetary and financial stability (see eestB.3 and 3.4).

Finally, it is odd that the IMF should insist scakidy on the advantages of CBI
when the Fund itself is anything but ‘independefitie members of the Fund’s
board of governors and executive board are apmbpuétically, through a
process that is anything but transparent or acablmtthey have no significant
autonomy. Their decisions are normally strictlydgd by the interests of its large
member countries, especially the United States.

4 For a detailed study, see Mayes (1998) and MayefRazzak (1998).
%5 See Lapavitsas (1997, p.26n16).
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3.6 — The Costs of Agency Capture and Financial Bsa

The arguments outlined in the previous sectiontgoithe fact that CBI
implicitly promotesagency capture. The term ‘agency capture’ is tseckplain
the convergence of interests between the regudaidthe regulated sector,
potentially leading to the takeover of the formegithe latter. Regulated sectors
always find it worthwhile to lobby the regulatordagise of its enormous influence
over the health of the sector and the distributibbenefits within it. At the same
time, the regulator tends to become identified \ilign health of ‘its’ sector.
Contacts and professional specialisation ensutalibee will be a continuous
exchange of personnel between them and, if thdatgus insulated from public
scrutiny, its capture by the private sector islf@ted — in extreme cases, the
regulated eventually regulate the regulator aettiense of the public intereft.

The interaction between the central bank and trenftial sector is especially
prone to agency capture. They must always worketydegether, because of the
central bank’s duty to manage the monetary systesreasure financial system
stability. The technical expertise required by cartbank activities narrows the
pool of potential recruits to novices, that mustiagned by the experts, academic
specialists in finance, who are usually committedhainstream views, and
financial market operators, who tend to returnreeger pastures at the end of

their (usually brief) stint in the public sector:

[Clentral bankers are typically chosen from conagve elements of the
financial community. One incentive that the heathefcentral bank might
have for holding down inflation is that he can #i®rimprove his
standing in the financial community, and thus egreater remuneration

upon returning to the private secfdr.

% Arestis and Sawyer (1998a).
*" Rogoff (1985, pp.1179-80).
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Similarly, for Stiglitz,

In many countries bankers are disproportionatgbyasented [among
central bank staff], and even if they do not conoenfa banking
background, they quickly get captured by the bagpkiommunity in which
they are immersed. Few countries ensure that weikad their interests
are represented, even though the actions of theat®ank have a vital

impact on then?®

Given their material and ideological interestss iinsurprising that central bank
staff tend to share the financial market’s undeditag of the ‘needs’ of the
economy. In effect, CBI tends to make the centaskieven closer to the
financial community than was legally and politigafieasible before. This

objective is clearly acknowledged by the advocafdke NMPC:

It is harder for the central bank to ‘cheat’ onntandate when it is forced
to lay out an internally consistent basis for tkeisions to be made. To be
sure, a good publicist can make almost any possitamd reasonablbut
when it matters financial markets seem to have gmses for spin-

doctoring®

This statement indicates that the financial markbtuld be entrusted with the
role of judging public policy, which they will beevy happy to do in their own

benefit. Alternatively, and this time more subtly:

Because a short-term interest red@ be monitored by the pubbo a real-

time basis and is easy to understand, it is usaathpre transparent

%8 Cited by Patricio (2002).
29 Agénor (2001, p.27), emphasis added.
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operating guide than one defined in terms of baseay or a monetary
conditions index. Any changes in the stance of rteogepolicy should be

communicated immediatetp the public®

There are no prizes for guessing which memberthefpublic’ monitor short-
term interest rates on a real-time basis, and wbald be informed first of any

change in the stance of monetary policy.

CBIl is not simply a technically ‘neutral’ resportseobjective economic
constraints. It entrenches new constraints upoialsaed economic behaviour by
reconstituting the relationship between the finahsector and public policy. For
example, the executive’s right to dismiss the badrithe central bank can be an
important counterweight to the hegemony of therfaial interests. The removal
of this prerogative makes it harder to ensurettibank responds to the
demands of the majority. Under CBI, nominally indegdent central banks are
meantto serve primarily the interests of the finansattor through the
institutionalisation of the role of ‘credibility’rad ‘expectations’ in monetary
policy-making. The economy develop§irancial bias® This is the culmination

of agency captur&

Under CBI the financial markets are increasingliedb determine the economy’s
long-term prospects. Their influence becomes deifsir the intersectoral
allocation of resources, the level and compositiboutput, the distribution of

income, the composition of investment and the Btgloif the balance of

%0 Carare et al (2002, p.8), emphases added.
%1 This term is used, in another context, by Bre§saeira and Nakano (2003).
%2‘posen ... suggests that consistent counter-iofiaty policy is maintainednly where the
financial sector has the political power to protéloe central bank from other interest groups
this way, he is able to explain both independemeklaw inflation with a measure of financial
sector power. But it is also evident from this vithat independent central banks are construed as
serving the interests of their clients in a cergguotion of society. If that is the case, thendhsr
clearly an important issue about the democratittitegcy of the arrangements ... [I]t is difficudt t
see where the advocates of independence have desptmsuch a concern’ (Forder 2003, pp.28-
9), emphasis added.

83



payments. This increasing influence is not couratiariced by accountability.
Although the financial sector is regulated by tkatcal bank (which it has already
captured), it is accountable only to a small nundigrartners and shareholders
who, in all likelihood, are not committed to progombjectives or MDGs (see

section 5). It is very difficult to find a demodi@tationale for this arrangemefit.

CBI can therefore be explained &gency capturand by the attempt to
institutionalisethe economy’s financial bid8 . Therefore, central bank
performance contracts, inflation targets, inflatreports and other monitoring
devices are little more than diversions — instrurséacilitating (indeedensuring
the delivery of financial market goals by a pulsléctor agency, at a cost borne by
society as a whole:

To date, there is no evidence that insulating pdliem the political
process improves economic performance in any sogmf respect. But
there is overwhelming evidence that this strategydses severe costs on
the economy and especially on the most vulneradgengnts of society.
This finding contradicts the neoliberal view thadependent
policymaking institutions are neutral guardianshe national interest.
These institutions typically meet the needs of gtees, lenders and
business interests rather than serve the publid.{joo

The institutional rigidity imposed by CBI and ITrche interpreted as part of an
attempt to secure agency capture and the reproduatifinancial bias. It would
be unwise for governments aiming to achieve prorpbgectives to adopt NMPC
policies, and doubly so to entrench them into asessively rigid monetary policy

framework. This is not only because this would miakerder to change policies

% ‘placing policymaking authority in the hands ofelected technocrats runs counter to principles
of democracy, accountability and transparency. ldoee, this strategy does not even improve
long-term economic performance’ (Chang and Grabéi2p.49).
3 For a similar analysis applied to the Korean case,Chang (2000).
% Chang and Grabel (2004, p.51).
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that do not serve the interests of the majoritis #lso because it edwaysbest to
preserve monetary policy flexibility. Inflation deetermined by shifting
combinations of complex factors (see section A4, institutional rigidity is
hardly the most efficient way to tackle changingreamic problems. CBl and IT
will lock into place the theory of inflation andetlanti-inflation policies that are
currently fashionable, and that serve primarilyititerests of the financial
sector>® These rigidities are bound to create unnecesssitg and political
difficulties in the future, as the causes of inflatchange or when shifts in the
correlation of social forces permits the implemaataof pro-poor anti-inflation
policies (see section 5.3). Finally, the insulattdmonetary policy from public
scrutiny and government control may thwart the mdir@tion of policies that is
essential for the successasfy broad-ranging government initiative. It is much
harder to deliver the outcomes chosen by the efgetd the government can
count on only one set of (fiscal) instruments, ehmionetary policy may be
pursuing entirely different targets — which mayreeempromise the achievement

of other desirable objectives.

But why should the politicians consent to this estee erosion of their power?
The answer is that CBI and IT may be functionalnf@ny politicians because
they externalise three important problems — thellet’interest rates, the
relationship between finance and the productivéosemnd the level and structure
of output and employment. It can also improve toeadibility with the
‘international community’. This process of exteisation can be politically
expedient (as well as personally advantageous)ledaobviates the need for
politicians to defend unpopular (neoliberal) paiand it locks in these policies
regardless of the wishes of the electorate. Econgulicy becomes

unchangeable, and it is effectively excluded frastitigal debate.

% ‘[E]Jconomic theory is so subject to change thitray-term commitment to a certain approach to
policy is a dangerous thing’ (Charles Goodharesctin Forder 2003, p.12).
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This section has shown that, in spite of its slwmings and inconsistencies, the
NMPC is functional for the financial system and moany politicians. It transfers
power from the state to finance, excludes incors@rpolitical dilemmas from
public scrutiny, and helps to consolidate a speédrm of minority power
through a veil of ‘neutrality’ and ‘objectivity’. Ais massive redistribution of
power and income is validated by a slick discoupegfected over many years in
academia, in journalistic outlets and in politicattles. CBI and IT are not
isolated political choices, and they are not deteech from without (presumably
from a disembodied ‘global economy’). They are jpdud process of institutional
reorganisation that seeks to capture policy-makaygacity and state resources
and legitimacy, in order to promote financial marikeerests dressed up as the
general good. Mainstream economics provides amgagkelement for this
emerging consensus — academic credibility — alahds depth and density to the

ruling discourse.

The NMPC will not go away easily, because it i jpdrand promotes, a stable
institutional arrangement. Its imposition in coyrdifter country triggers material
and institutional changes that reinforce and vatidae dominance of financial
interests. Challenges to the NMPC must be, corretipgly, multilayered,
including the academic, political, ideological ansdtitutional levels. In this
confrontation, pro-poor policies and MDGs offer thesst possible platform for the

critics of the ruling policy compact (see sectign 5
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4 — The NMPC and the Developing Countries

This section reviews the implications of the NMRX the poor countries. In
recent years several middle-income countries hapdeimented ITR,often in
response to unsustainable pressures on their dixadjustable peg exchange rate
regimes> The NMPC offers these countries not only an aétéve nominal

anchor, but also a ready-made policy framework ¢hat— at least in principle —

deliver the best of both worlds:

[1ln a world of high capital mobility and unstaldapital movements,
conventional pegged exchange rates have proveitefragR]ecent
experiences suggest that exchange rate pegs cstagnable only when
they are credible, and credibility is to a largéeex determined by
domestic macroeconomic policies ... [T]he adoptbmflation targeting
may lead to a more stable currency if it signattear commitment to
macroeconomic stability and a freely-floating exua rate’.

In spite of these reassuring promises, the NMP€eglheavy demands on the
developing countries. These demands help to explaynno poor country has,
thus far, been either able or willing to adoptatifhn targeting. These demands
can be grouped into four areas: fiscal, balangegiments, financial and

institutional constraints. They are considered Wwelo
4.1 — The Fiscal Constraint

It was shown in section 1.1.3 that IT is incomplativith fiscal dominance; in

other words, fiscal constraints cannot determimectivice of macroeconomic

! For example, the Czech Republic and Israel in 1898zil, Chile and Poland in 1999; Hungary,
Mexico, South Africa and Thailand in 2000; Colomhbiad South Korea in 2001, and Peru and the
Philippines in 2002.
2 See Agénor (2001, pp.3-4).
% Agénor (2001, p.21).
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policy. Many developing countries will find it diffult to satisfy this requirement
because their fiscal institutions tend to be wdddese countries are poor, their tax
system tends to be inefficient and, consequeritir tax ratios tend to be low.
Many governments find it impossible to fund theipenditures through taxation,
and the financial system tends to be too shalloalltav these deficits to be
covered through borrowing. Seignorage is therefoportant for many

governments. However,

Reliance on seigniorage is perhaps the simplestarsi common
indication of fiscal dominance ... in a large numbiedeveloping
countries, fiscal dominance and a poor financialketinfrastructure
severely constrain the scope for independent mpnptdicy.*

Appropriate solutions will need to be found, takingp account this structural

feature of the fiscal system of most poor countries

4.2 — The Balance of Payments Constraint
The balance of payments constraint influences dgwsd country monetary
policy choices at three levels: vulnerability tests, vulnerability to exchange rate

movements, and vulnerability to balance sheet dessr

4.2.1 — Vulnerability to Crisis

The risk of balance of payments crisis is much éigh developing countries than
in rich countries. These countries are economicatigll, their currencies are
weak, and their economies tend to be highly vulolerto externally induced
disturbances. Very poor countries are often comémmvith a structural scarcity of
foreign exchange that grinds down their growth peass and compels these

“ Debelle et al (1998).
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economies to underpeform for long periods. In asifrthe middle-income

countries are the ‘customers of last resort’ ofitliernational financial markets:

[N]o matter how much liquidity international finaatmarkets have on
offer, their operators can always solve the probdérimarket clearing” by
loosening their quantity restrictions to LDCs. Hoeg this process has
proved to be an inefficient mechanism for allocgfiimancial resources
since it has led to the accumulation of risk aelsthat are not privately

efficient, let alone socially efficierit.

The middle-income countries have an insatiable dehfiar foreign currency at
any level of interest rates. Their economies tengetrform well when funds are
abundanf however, when market conditions turn to the werand they can do
so very rapidly (‘sudden stops’) — these countris face devastating balance of
payments criseSThe crisis eliminates any possibility of inflatitargeting
possibly for a long time, because of its overwhabyimplications for inflation,
interest rate policy, the fiscal balance, the fomahsystem, the rate of
unemployment and the country’s pattern of tratore generally, the possibility
of ‘sudden stops’ and balance of payments crigates uncertainty and economic
instability which may reduce the credibility of tReregime and jeopardise the
fulfilment of the targets.

® Palma (1998, p.791).
® See Calvo et al (1993).
" For example, in 2002 Brazil was faced with a niegatwing in capital flows of US$ 30 billion
(6 per cent of GDP), relative to an already diffi@001. This ‘sudden stop’ led to a nominal
exchange rate depreciation of 50 per cent; seaafetgl (2003, p.5) and Saad-Filho (2003). See
also Helleiner (1998) and Kaminsky and Reinhar®@)9
8 Other types of adverse shock can also compromigeflation targeting regime; see, for
example, Rogoff (1985, pp.1186-7).
° See Fraga et al (2003, pp.24-25) and Mishkin (2pp4, 5).
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4.2.2 — Vulnerability to Exchange Rate Movements

Developing country currencies tend to be relatiwaliatile, regardless of balance
of payments crise¥. The impact of exchange rate movements also tenbs t
passed through into domestic prices more rapidtewveloping countries than in
the rich countries because of indexation or curesubstitution. This rapid pass-
through tends to consolidate otherwise transit@preciations into a permanently
lower exchange rate, making it more difficult toimain price stability:*

The central bank may be tempted to respond eitheaibing interest rates in
response to even minor currency devaluations, anteyvening in the foreign
exchange market to limit currency fluctuations gifef floating’). Both types of
intervention would probably be successful mostheftime. However, they could
occasionally trigger conflicts between IT and baknf payments equilibrium

(see section 3.3).

4.2.3 — Vulnerability to Balance Sheet Disorders

In poor and middle-income countries currency stisbin tends to be much more
frequent than in the rich countries because ofaimgd economic instability,
generalised distrust of the local currency, andctiveency’s marginal role in
international exchanges. Balance sheet disordershach more likely to occur in

this type of monetary system.

In the rich countries a currency devaluation dagsend to affect the balance
sheets of households, firms, banks or the stateusecheir debts are generally
denominated in domestic currency (and, in the oadanks and the state, these

debts are normally hedged). This is not the caseweral developing countries.

19 5ee, for example, Fraga et al (2003, pp.25, 27).
! See Eichengreen (2002, p.21).
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In these countries many domestic agents have debtaminated in foreign
currency. In this case, a large currency devaloatreates a mismatch between
the value of their assets (denominated in devatieedestic currency) and
liabilities (denominated in foreign currency) tleain increase significantly their
debt burden. The deterioration of their balancethean create hardship for the
households, bankruptcies among firms, and it dggdr a fiscal and financial
crisis. The banks tend to respond to the crisisdmtracting their lending
operations, which exacerbates everybody else’dgmband may even induce a
full-scale depression, especially if the statesfal reflate the economy promptly

(at the risk of triggering a severe bout of infhaij2

In other words, the central bank’s objective fumetnustinclude the stabilisation
of the exchange rate, because the cost of ‘beregteat’ can be devastating. For
countries in this situation IT may be an entireigguided objective for, if the
central bank attempts to reduce the economy’s valhildy, it will find it
impossible to focus primarily on achieving the This is especially true in
periods of turbulence, i.e., precisely when a namnamchor would be most useful.

4.3 — The Financial Constraint

The financial system of developing countries tetodse fragile when compared
to the rich countrie$® This is partly a reflex of their short-termism dadk of
depth, partly a result of the severity of the flsmanstraint in these countries (see
section 4.1), partly the outcome of financial l&lésatiort* and partly due to their
greater balance of payments vulnerability (see@edt?2).

12 The Argentine crisis of 2001 is the most dramasiample of this sequence of events in recent
times; see Calcagno (1997), Halevi (2002) and Remecel and Bleger (1998). However, similar
processes were observed in Chile, in 1982, Mexich994-95, East Asia in 1997-98 and Turkey
in 2001; see Agénor (2001, pp.24-5) and Mishkirdg,9p.7-8).
3 Fraga et al (2003, p.25).
*“The record of financial liberalisation has beaitiner pro-poor nor pro-growth. It often
destabilised the economy and denied access ofgeagle to credit. Real interest rates have
tended to rise and the spread between the depukieading rates has widened — both
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The relative lack of long-term financial assetshie developing countries, and
their lower ratios of liquid liabilities to GDP anmlivate credit to GDP reduce the
effectiveness of the monetary transmission mechamsaking it less reliable for
policy purposes. Because of these weaknesses;tshorinterest rates have to
move more quickly and sharply, which can be tribkgause developing country
central banks tend to be less able to manage mgrgbcy efficiently, and their
financial systems are less able to absorb suctksh®be inevitable consequences

are higher interest rate volatility and greateaficial fragility in these countriés.

Financial fragility implies that the central bankish focus on financial system
stability much more closely than in the rich coiledr(see sections 3.4 and 4.2).
This constraint implies that the central bank iakla to focus primarily on
achieving the IT through interest rate manipulatibalso means that the ITR is
less credible because the financial markatswvtheir own vulnerabilities.
Therefore, the market operators have strong reasahsubt the commitment of
the monetary authorities:

Faced with a weak banking system ill prepared tmabinterest rate increases, which
raise the cost of servicing its short-term liak@btand increase default rates by borrowers,
[the central bank] may want to limit interest-ratdatility and administer its anti-
inflationary medicine in small doses. But if themetary authorities fail to respond

quickly when inflation heats up, observers may begiwonder whether they are

optimally trading off objectives or they are in faot really committed to price

stability 1°

undercutting jobs and growth. Farm and non-farnemgmises often lost access to credit as banks
focused on short-term lending for consumer duraiblesban areas’ (Vandemoortele 2004, p.14).
!> See Fraga et al (2003, p.24).
'8 Eichengreen (2002, p.36).
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4.4 — The Institutional Constraint

Developing countries lack several institutionaluisges for inflation targeting. In
order to set up a successful ITR,

the authorities ... have to take certain prelimyreieps. They must
establish expliciuantitative targetsor inflation for some periods ahead.
They must indicate clearly and unambiguously topthielic that hitting the
inflation target takes precedence over all othgealves of monetary
policy. They must set up a model or methodologyiritiation forecasting
that uses a number of indicators containing infdiomaon future inflation.
Finally, they must devisefarward-lookingoperating procedure in which
monetary policy instruments are adjusted (in lindthe assessment of
future inflation) to hit the chosen target. The m@my authorities must
have the technical and institutional capacity talei@nd forecast
domestic inflation, know something of the time zgween the
adjustment of the monetary instruments and théacebn the inflation
rate, and have a well-informed view of the relatfectiveness of the
various instruments of monetary policy at theipdisal’

This is a very tall order for most developing caiest™® The countries that would
presumably benefit most from IT lack a strong mgtaf low inflation and of
successful anti-inflation policies. Their centrahlzs lack the institutional

capability to monitor prices and real and finansettor developments

" Debelle et al (1998).
'8 The proponents of the NMPC are prepared to bébflxsuch requirements should not be
overstated; forecasting capability, for instan@® never be perfect and sensible projections
always involve qualitative judgement. A more impattand difficult task, in many cases, may be
to design or improve the institutional frameworloitder to allow the central bank an effective
degree of independence in pursuing the goal ofdodstable inflation without undue pressure to
stabilize output fluctuations or alleviate the palebt burden through low interest rates’ (Agénor
2001, pp.65-6). In other words, governments caspmably circumvent the lack of the basic
conditions for IT purely administratively, by gingrthe central bankoreindependende
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adequately. They may lack a minimally sophisticatextie| of the economy, and

the monetary transmission process in particulagregnmany other shortcomings.

These difficulties inevitably compromise the ‘cigility’ of the monetary
authorities. If they are nevertheless determingaréss ahead with IT, the central
bank will beforcedto impose more stringent policies than would leedhase in
other countries, in order to reap credibility gamshe future, which will
eventually allow the bank to relax its policy stanc

[T]he central bank incurs a cost of trust buildasyit has to react to curb
the inflationary pressures stemming from low créiyband has to
‘prove’ that is committed to the new regime. Durswme period, the
volatility of interest rate and output will be hgt and, since the central
bank also takes into account output costs, thatiofi volatility also tends
to be higher when compared to a situation of fréddility ... [However]
later on [the economy] benefits from an improvedig-off with lower
output and inflation variability, and the centralnx can then be a more
flexible inflation targetef?

It is even harder if the ITR is adopted in an ecopaevith an inflation rate much
higher than the long-term goal. In this case,

the central bank has to conduct an active polidi wutput costs to bring
inflation down. The reduction in inflation facesawbstacles, which result
in costly disinflation and higher volatility of ilation and output: ...
imperfect credibility, and ... inflation persistencesulting from some

backward-looking behaviour in price setting. Thegence of backward-

¥ Fraga et al (2003, pp.14, 18).
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looking behaviour may be due to factors such asxed wage contracts,

and adaptive expectatiofs.

The advocates of the NMPC acknowledge the existehaevicious circle
between, on the one hand, low credibility and neddy fragile institutions and, on
the other hand, fiscal and financial fragility, ma&conomic instability and higher
vulnerability to external shock$.However, they claim that this vicious circle can
be broken through the establishment ofarexlibility of the monetary

authorities™ In this case, the economy would gradually convéogerds a good
equilibrium with high monetary policy credibilitjow and stable inflation, and

greater financial and balance of payments stability

This is certainly possible, and there is no questi@t important successes have
been achieved in several inflation targeting middme countries recently.
However, the structural economic problems of theettging countries, outlined
above, cannot be simply wished away or addressesdypiirough subjective
manoeuvre$® Fiscal, balance of payments and financial insitgtaind
institutional weaknesses are not simply due toesilve deficiencies in

‘credibility’. They arefeaturesof poverty and underdevelopment. The questions,

? Fraga et al (2003, p.17).
L Absent confidence that the central bank is cortedito low inflation, interest rates will not fall
to the levels of other low-inflation countries. $ke will raise questions about whether the
authorities are prepared to stay the course. Sitapges in interest rates, exchange rates and
international capital flows may feed upon themsgl¥imancial variables will be volatile, with
negative implications for the economy. If policynist credible, then firms will not reduce price
increases to meet the inflation target. Hittingiit require an increase in interest rates suffiti®
deliver a substantial reduction in import pricésqtigh a sharp appreciation of the exchange rate),
with destabilizing output effects’ (Eichengreen 20p.35).
2 See Eichengreen (2002, p.38) and Fraga et al (2008
2 For example, it is insufficient to state that #merging market countries face ‘more acute trade-
offs — higher output and inflation volatility — amerse performance than developed economies.
These results stem from more pronounced exteroakshlower credibility, and lower level of
development of institutions in these countriesoridier to improve their performance, we
recommendigh levels of transparency and communication Withpublicand thedevelopment of
more stable institutiongFraga et al 2003, p.3, emphasis added). Thaswssh-list rather than a
set of sensible policy recommendations, which ipising coming from the central bank
president that introduced IT in Brazil.
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then, are the cost of addressing these shortcontimgexpected success, and

whether there may be a more socially productivefoisthese resources.

4.5 — Stabilisation Traps

The previous sections have argued that inflatiahiafiation control through CBI
and IT can be costly. These costs should be com e contrasted across
different types of stabilisation policy in orderitdorm pro-poor policy choices
(see section 5). Section 2 and Box 3 have also shioat inflation has declined to
its lowest level since the sixties in many coustri@ spite of this, GDP growth
rates have failed to pick up and, in fact, theyeheontinued to fall almost
everywhere, while unemployment has tended to iser@amany countries. These
trends lend credence to the claim that there istalole trade-off between

inflation, growth and unemployment (see section1d.Zl'he relationship between
these variables depends on the circumstances efaimd place, and it cannot be

generalised.

Persistently falling inflation and growth and riginnemployment can be
dangerous, because they can triggstahilisation trap®® The implementation of
persistently contractionary policies in order thiage very low inflation (whether
or not through ITR) can lock the economy into avpese equilibrium with very
low inflation, low growth rates and high unemploymeStabilisation traps can
also induce a deterioration of the distributionnmiome either directly (because of
the job losses and the greater rewards to findmoaigh high interest rates), or
they may do so indirectly (because the economgnstizon reduces the resources

available for poverty reduction policies).

The NMPC can be conducive to stabilisation tragsbse of its obsession with
achieving very low rates of inflation. The IT iscseed through the manipulation

4 See McKinley (2003).
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of the output gap by changes in the nominal inteass. If every time that
aggregate demand increases and some prices nikappdo compensate previous
losses (see section 3.2), the central bank raisexest rates because of its ‘fear of
inflation’, the bank will be hampering relative geichanges. This will make it
harder for the price system to signal consumerepeetces and resource scarcity
(as well as economic power). An obsession with Y@myinflation will therefore
increase relative price rigidity, impeding the emmy’s adjustment to real shocks,
making it more costly to introduce technical innbbwas, and systematically

choking growttf® In this sense, a little inflatiocan help to ‘grease’ the economy.

If investment is sensitive to the interest ratessanormally expected, and to the
output gap (i.e., if, all else constant, thereesslinvestment when unused capacity
is high), very low IT will hamper not onlgurrent GDP growth but also depress
investment and the growth rate of the capital stdtie cumulative reduction of
investment and growth will reduce the economy’sptéal output over time,
leading to persistent economic underperformanapite of the full utilisation of

the existing capital stock

In other words, the economy will adjust to persiliecontractionary economic
policy through a downward shift of the path of pdtal output (lower growth rate
of capacity), so that the existing capacity wilideo be occupied earlier (it is
therefore impossible to diagnose a stabilisatiap simply through the rate of
capacity utilisation). The declining growth ratetloé capital stock will, in turn,
raise the rate of unemployment and underemployna¢iiéast until emigration or
the demographic transition catch up with the ecandransition. This
stabilisation trap will also reduce the economypacity to accommodate high
growth rates in the future, because inflation aaldfice of payments pressures
will become binding at lower GDP growth rates. R2002) hints at this exact

same problem when he argues that:

%5 See Ghosh and Phillips (1998, p.673).
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[E]xcessive fiscal deficit reduction and monetaggtraint causes growth
to be policy-constrained i.e., growth is demandst@ined but demand is
itself policy-constrained. Thus, orthodox stabifiaa aims to promote
growth with stability but ends up compressing irirrent®®

This is especially problematic for the very lowante countries, because a
stabilisation trap will make it much harder to aek¥ their urgent problems of
poverty and insufficient levels of human developtnen

The stabilisation traps suggest that the neutrafitponey, which is essential for
the mainstream theory of inflation, is incorrecomatary variables (and monetary
policy) canaffect the long-term trajectory of the economyaAnore practical
level, they also suggest that the costs of IT ceultbedhe costs of moderate
inflation in the long-run (see section 2.2.2). Hinastabilisation traps facilitate
the onset of deflation, which may be triggered bgative demand shocks or
balance of payments crises (see sections 3.3 a@phdrthis case, a stabilisation
trap would lead into a self-reinforcing downwardrajpof prices, profits, output,
incomes and profit expectations, as well as contisicapital flight, from which it

could be difficult to extricate the economy.

%6« price constrained economy can be defined astbatis either in a unique full employment
general equilibrium, or prevented from achievingttheneral equilibrium by private or public
price ‘distortions’. An economy is demand consteginvhen its level of output is limited by one or
all of the components of aggregate demand: consamygrivate investment, government
expenditure, or exports’ (Weeks 2003).
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5 — Pro-Poor Monetary Policy Alternatives

It has become clear that most countries are unliketealise their MDGs.
Mainstream (Washington consensus) policies haveestmpnably failed to
achieve their stated aims, and the search fomalti®e development strategies has
become urgent. UNDP has offered an important daution to the development

of an alternative pro-poor policy agenda and prorpoacroeconomic policies.
This section reviews this contribution, and outliqeo-poor policy alternatives to
the NMPC.

This section includes three parts. The first byistimmarises selected principles
of pro-poor macroeconomic policiédhe second reviews some of these policies
for illustration purposes, and in order to demaatstitheir internal consistency.
These policies can be distinguished from mainstreaWashington consensus
policies on several counts. The most importanedgifices are their direct and
unmediated focus on achieving MDGs, and their emsighan growth, distribution
and the improvement of the welfare of the poorcdntrast, Washington
consensus policies claim that low inflation, ba&o€ payments equilibrium and
investors’ ‘confidence’ are the keys for rapid atable growth, and that the latter
will spontaneously lead to gains for the pddthis approach has been
unsuccessful almost everywhere. The disappoingngrd of mainstream

policies, the declining growth rates in the worldidg the last three decades (see
Box 2) and the deterioration of the distributionrafome in most countries, and in

the world economy as a wholéend urgency to identifying pro-poor policy

! For an overview of this rapidly expanding litem&usee Dagdeviren et al (2002), Kakwani
(2001, 2002), Kakwani and Pernia (2000), MacEw&99), McCulloch and Baulch (1999),
McKinley (2001, 2003, 2004), Osmani (2001), Paleh{2003), Palley (2000), Pasha and
Palanivel (2004), Rao (2002), Solimano (1999), UNR®802), Vandemoortele (2004) and
Winters (2002).
% See, for example, Sahay, Cashin and Mauro (2001).
% 1nequality between countries continued to grimvthe 1990s, albeit at a slower pace than in the
1980s. Also, there were widespread increases gualiy within countries in the 1980s and
1990s. And there is some evidence to suggestribgtiality between the world’s individuals was
on the rise in the 1980s, but stabilized in thedE99Weller and Hersh 2004, p.473). Moreover,
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alternatives. This research effort will support ggument attempts to achieve high
economic growth rates and greater equality, inrot@éulfil their MDGs in the
shortest possible time. The third and final pattioes the basic features of pro-
poor monetary and anti-inflation policies. Therttire in this field is relatively
scarce, and only a few pointers for further redeaen be offered here. When
developed in detail, pro-poor monetary and antairdn policies will become an
integral part of a pro-poor policy compact, conitibg to the delivery of a stable

macro-monetary framework in support of pro-poorlgoa

5.1 — Principles of Pro-Poor Economic Strategy

For the Washington consensus,

the cause of poverty reduction is best served byemapid adjustment to
fiscal imbalances, rapid adjustment to lower inflatand external deficits
and the use of higher interest rates to achiewsetbads, internal and
external financial sector liberalization, deregulatof capital controls,
deep and rapid privatization of state owned enisgprand, perhaps the
strongest unifying factor — rapid and major openipgf an economy to

trade and foreign direct investmént.

This approach focuses inordinately on short-teabibsation, and it undercuts

the basis for long-term growth.

‘[a] UNDP-supported study by the World Institute fdevelopment Economics Research
documents that inequality has risen in two-thirfithe countries for which reliable data are
available. A more recent World Bank study also shttvat world inequality, across as well as
within countries, has been on the rise’ (Weeks 2088e also Milanovic (2002, 2003).
4 Ravi Kanbur, cited in Rao (2002, p.2).
® See McKinley (2001).
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The inability of Washington consensus programme®itay about economic
stability and fast stable growth has become inanghsevident during the last
twenty-five years. The slow improvement in the \w&edfof the poor given the
available resources in the world economy and teeurees that could be
generated through faster growth is a severe indictraf mainstream economics

and the so-called ‘international community’.

The IMF and the World Bank have become increasiaglgire of the limitations
of mainstream economic adjustment programfrigise Heavily Indebted Poor
Country initiatives (HIPC-1 and HIPC-2) attemptittk standard stabilisation and
structural adjustment strategies with pro-poor onttes, with a view to achieving
MDGs. Their most important innovation, in termspolicy formulation and
implementation, is the introduction of the PRSRsspite of their limitations, the
PRSPs can offer a framework for the assessmertvaty in different countries,
and a baseline for comparison across different@oanstrategies in order to

select those that may be able to achieve MDGs naqidly.

Unfortunately, these ‘new generation’ mainstreagnemic programmes remain
attached to the same failed strategies attemptakipast, plus targeted
programmes to relieve poverty. These targeted gedwr marginal) interventions
are insufficient to address the severe problenmowérty and relative economic
stagnation in most poor countries. For examplenecocally worthwhile projects
often fail to thrive in spite of the availability aew credit lines (or the
introduction of micro-credit initiatives) becauseir economic returns are limited
by the low wages and inadequate levels of aggretgateind in the economy. By
the same token, if the country’s macroeconomidesgsafosters stagnation and

the reproduction of poverty, the targeted sociagpgmmes and ‘safety nets’

® For an overview, see Bird (2001), Buira (2003)Flshd IDA (1999, 2001), Pender (2001),
Unctad (2000, ch.5; 2002, ch.5) and World Bank it (2004).
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promoted by the IMF and the World Bank cannot reeghe general trer(d.
However, even with a significant acceleration advgth many countries will still
be unable to achieve their MD&®nly ashift in their growth strateggan
deliver the goals mandated by the United Natiomss $ection outlines the
principles of an alternative (pro-poor) developmsrategy for poor and middle-

income countries.

5.1.1 — Poverty and Growth

Economic growth influences two types of povertyyweifferently. Basic poverty

is due to the country’s very low levels of inconmelgroductivity in a country.
This type of poverty tends to decline with growthr{sing tide lifts all boats’).
Growth creates new income generating activitiesgdpeces labour scarcities that
can raise wages, increases the demand for fooslstnéf raw materials produced
by the poor, and creates other opportunities femtlaterial advancement of large
numbers of people (see section 5.2.1). Howevenao@ growth can also create
market-generated povertgiue to the loss or lack of access to producthseis.
Conventional economic growth strategies can crgaverty because they lead to
the dispossession of large numbers of small pesmsauat rural labourers and their
eviction from the land, and because the strucecahomic changes that
accompany growth deskill the employed workers dimdigate large numbers of
jobs. It is not always possible for many workergind alternative jobs with
equivalent pay, or to retrain in order to seekdrettmployment opportunities. The
self-employed may also find that their economicspexts are depressed because

of their insufficient access to credit and markets.

" See Pasha (2002).
8 For an assessment, see <http://www.un.org/millengpals/>, <http://www.undp.org/mdg/>,
<http://www.developmentgoals.com/UNDG%20documenglfpdf> and
<http://www.who.int/mdg/en/>.
° See Weeks et al (2002, pp.12-14).
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The impact of growth on poverty depends on thettayy of basic and market-
generated poverty and the interaction between thesome cases, income and
productivity growth can be so rapid that most pedy@nefit in spite of the
possibly rising inequality in the country (e.qg.aBil between the fifties and the
seventies, and China since the eighties). Alterabti GDP growth may be
insufficient to trigger a significant reductionpoverty, leading to the stagnation
or even decline of the standards of welfare ofdargmbers of people (e.qg.,
Pakistan, Russia and many CIS countries sinceitfgies, and most Middle-
Eastern, North African and poor Latin American aot-Saharan African
countries since the eighties; see Box 2). Thesgdntions are non-linear. At the
early stages of growth basic poverty tends to dateirand faster growth rates are
sufficient to relieve poverty. As the country deojed and additional resources
become available the importance of distributioneases further (i.e., the
elasticity of poverty with respect to growth teridslecline)'’ However, at all
stages of development pro-poor (distributive) eooiegolicies can increase the

poverty-reducing impact of growth, as is shown telo

5.1.2 — Pro-Poor Growth and Distribution

This section briefly outlines the principles of gvoor economic strategies (or
pro-poor growth regimé$ and their implications for policy formulation and

implementation. These strategies have three disshing features.

First, they prioritiseapid growth structural transformatiormanddistribution,
subject to the preservation of macroeconomic staifl These objectives are very
different from those of mainstream policies, whseek to ‘roll back the state’ and

achieve static market-based allocative efficienoy price stability.

19 See Dagdeviren et al (2002) and Weeks et al (2002)
1 See Rao (2002).
2 See Pasha (2002, p.3).
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Second, pro-poor growth is equity-based grot#tbr, growth through
redistribution Pro-poor growth not only needs to be faster,ustnalsdenefit the
poor more than the ricin order to reduce absolute as well as relativepyg.* It
Is essential to shift the pattern of growth in arenequitable direction in order to

achieve MDGs as rapidly as possible and, in ang,das2015.

Third, redistribution and growth should be pursdedctly, in other words, they
should be independent from trickle-down; moreotte®,ensuing social welfare
improvements should not be merely marginal: thegtrbe unambiguous across a

broad spectrum of measure of welfare.

Experience shows that the countries that have aethithe most significant
successes in poverty reduction have combined edergmowth with structural
economic transformations and greater equity befloreandthroughthe process
of growth® This is not necessarily because equality is, irega, beneficial for
growth® The relationship between these variables, if atays no role in the
choice of pro-poor rather than mainstream growttegies. For, in the pro-poor
regime, equality is not an instrument to achievangh maximisation, and the
success of pro-poor strategies should not be juggethrily by the achievement
of high GDP growth rates. Quite the contrary: in-poor strategies economic
growthservesequality, and growth isonditionedby (and it should be conditional
upon) the reduction of absolute and relative pgvanid the improvement of the

living standard of the majority of the population.

Distribution plays an important role in pro-pooraségies at two levels. First, pro-

poor goals can be achieved more easily if theildigion of assets is modified by

13 See McKinley (2003).

4 See, for example, McKinley (2003) and Weeks (2@03).

!5 See Pasha (2002).

'8 This relationship has been disputed; for a surgeg,Cramer (2000).
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public policy, for example, through land refotfuniversalising basic education,
skills and training programmes, the introductiorpehsions and other welfare
entittements, and so dfiln fact, ‘empirical evidence ... consistently icalies that
size distributions of income are quite stablehm absence of radical changes in
institutions and political power® Second, the dynamic processes of income
generation and distribution also need to be transfd in order to benefit the poor
disproportionately. This includes support for tlewelopment of strategic
economic activities, directed credit lines, empleytgeneration programmes, the
creation of labour scarcities, incentives for waggeases for low-skilled

workers, and so on (see section 5%).

5.1.3 — Pro-Poor Growth Policy Framework

Pro-poor policies pursueal (rather than nominal or monetary) goals, and the
achievement of these goals requires the harnessi@gthe available policy

tools. This implies that nominal targets or ancleas play at best a secondary
role in pro-poor strategies (see section 5.3).rtfento achieve these objectives

pro-poor policies need to lwensistentdemocraticandco-ordinated

Macroeconomigolicy consistencincludes both sustainability and efficiency.
Sustainable policies should not create severe rmacrmmic turbulence or
generate major welfare traps and disincentivesukhagable policies cannot be
maintained in the long-term, and they should nolyrtzé avoided even for short

periods.

"“In most countries, redistribution of land to theor will produce both efficiency gains and
immediate benefits for the poor. Apart from bestuyihe rent of land on cultivators, a more equal
land distribution will raise labor incomes by ragiboth land yield and the demand for labor’
(Rao 2002).
18 M]acroeconomic policies can influence whetheowth is pro-poor, but ... such policies
cannot be a substitute for an equitable distribugibproductive assets’ (McKinley 2001).
19 Rao (2002).
2 [R]edistributive policies ensure lower povertylty, and faster reduction of poverty in the
future’ (Osmani 2001, p.38). See also McKinley (2pa&nd Pasha (2002).
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Pro-poor policies also need to be efficient, orieeh their stated objectives at the
lowest possible cost (including the costs of impdatation and monitoring).
Policy efficiency is not giveex anteor in the abstract; it varies with the country
and its circumstances, and it needs to be assesaédually. NMPC policies, for
example, can be very costly (see sections 3 anth#)y tend to be excessively
contractionary, induce unemployment, deindustmaaids, the build-up of excess
foreign and domestic public debt and asset bubblesfoster foreign currency
waste in luxury imports and asset bubbles, amoheralis. Excessively loose
monetary policies can also be costly, becausedapytrigger consumption
bubbles, malinvestment, inflation, capital fligimdabalance of payments crises.
The potential costs of misguided macroeconomiccpsdiand their distributive
implications should be considered in order to caldthe use of different

instruments and facilitate the achievement of MDGs.

There can be no guarantee that pro-poor monetdicigso(explained in section
5.3) will be less costly than the alternativesotder to minimise their cost and
check their internal consistency it is importanfdster an environment in which
the objectives of public policy are constantly sitiised, the efficiency of the
chosen instruments is continually assessed, anplaliey outcomes are regularly
checked against the initial goals.

In other wordspro-poor policies must be democratically accountaBlithough
policy accountability can help to ensure the cdesisy and efficiency of
macroeconomic policy, its importance is not prifyanstrumental.
Macroeconomic policy plays a key role in the deieation of the levels of
welfare, the work patterns and the material prospefcthe majority of the

population.
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Theonly legitimate way to select the targets for governnaetion and the
appropriate policy tools is by involving the legitire and civil society in the
choice, implementation and assessment of macroegorpmlicy. This is
especially important because the desired pro-potmomes are both complex and
diverse; moreover, multiple restrictions affect me@conomic policy, the

potential policy tools are diverse, and there m®a-linear relationship between
economic circumstances, policies and outcomes. [B&atio participation and
accountability will enhance the legitimacy of th@vgrnment’s policy objectives,
buttress the regulatory framework required by thesen policies, and help to
assess the implications of deviations from thecsetetargets. In addition to this,
mass participation in policy debates will afforcopke the chance to influence the
design of policies that will redistribute incomedaspportunities in the countfy.
These debates about macroeconomic policy showeehmmed, because it will
help to break the monopoly of the moneyed intergstfessional politicians, paid
advisors, lobbyists and established academicsiselection, implementation and
evaluation of economic policy. Paraphrasing Milteredmaneconomic policy is
too important to be left to the policy-makers

Finally, pro-poor policies need to be co-ordinated two levels. First, pro-poor
objectives are complex, and they can be achievidtlorough the use of a large
number of policy instruments. These instrumentsalooperate in isolation from

one another. In the case of monetary policy, faneple,

[c]oordination is necessary because ... all pdlboys interact with each
other, and what occurs when a government usesiaey tpol depends on
the state of the other tools and on conditionsailieg at the time. So

coordination of several policy tools is vital. Timre coordination there is

L See Weller and Hersh (2004, p.482).
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among monetary tools, and between them and othieyools, the more

workable monetary policy is expected to?be.

Therefore, pro-poor monetary policies should beelyp co-ordinated with fiscal,

financial, trade, exchange rate and other poliges section 5.3.3).

Second, pro-poor policies also require co-ordimabietween private and public
sector activities and the regulation of interseaitand intertemporal resource
allocation (including international capital flowlsy the state through activist
industrial and financial policies. This is not besa the state is either necessarily
efficient or inherently ‘good’. Policy activism amstiate-led co-ordination of
public-private activity ar@ecessarypecause the state is a fundamental tool of
collective action. The state is tbaly democratically accountable institution that
can influence the pattern of employment, the prédoand distribution of goods
and services and the distribution of income andtas©nly the state can limit the
power of private interests, raise sufficient fufaisdemocratic economic reforms,

and ensure that the demands of the majority guidatp economic activity:

In forming an alternative development strategy,dtate might most
usefully conceive of its role toward the privatetse as one of
constructing or shaping markets in ways that ditteetprivate sector
toward social ends. There are of course limitsheneixtent to which the
state can direct private businesses; they exist; all, to make profits.
Nonetheless, within broad limits the state can mmw&ness toward social
ends?®

The expansion of economic and political democragyires the extension of the

political sphere and the (re)construction of spaikcy-making and managerial

2 Sjcst (2001, p.674).
2 MacEwan (2003).
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capacity in many poor countries. This will requiaejong other things,
dismantling at least partially the administrativel golicy structures that currently
rival the state institutions in those countries] eeducing the interference of
NGOs and international organisations on the seecthanagement and appraisal
of investment programmes, even when they are aidefd (see section 5.%).

This does not imply that the state should aimak&etover’ the economy. Pro-poor
economic strategies are distinctive not becaussttte manages individual firms,
but because of the way in which the state co-otdsyaconomic activity for
democratic and distributive ends. State ownershgpecific assets is a secondary
and relatively unimportant issue. What matterstlageobjectives of government
policy, and how state institutions interact witreanother and with private

concerns.

Policy consistency, accountability and co-ordinaiimply that policy rules have
only a very limited role to play in pro-poor strgiees.Policy discretionis usually
more appropriate, because only discretion is coimlpatith the continuous

search for the most efficient combination of instants and targets to deliver pro-
poor outcomes, the accountability of the state,thecreservation of
macroeconomic stability. Policy rules, however \waitile in themselves, cannot
be allowed to overrule the democratic process. Gowent objectives, whether
real or nominal, should always be open to scrutamg these debates must play an

important part in the formulation, implementatiomdaassessment of economic

policy.

5.1.4 — Policy Objectives and Constraints

The accomplishment of pro-poor goals such as MBGsllbject to several
constraints. They include, for example, the minahan of economic volatility,
inflation and the domestic public debt, balanceafments equilibrium and the

4 See Unctad (2000).
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stabilisation of the real exchange rate. Thesectibgs and constraints can be

usefully summarised bgchievingMDGs subject to macroeconomic stability

The reader may wonder why economic growth doedigiate either as the
principal objective or as the most important camistrto pro-poor growth. The
reason, as was indicated in section 5.1.2, isgitmatth isnotan end in itself.
Growth is a source of resources for greater humelfare — it is a means to an
end. Whateally matters is whether growth is translated into hucharelopment
and poverty reduction in particul&@ Similarly, economic stability is a constraint

to be managed, rather than an objective in itself.

It is important to distinguish clearly between groergoals(such as MDGs) and
constraints(macroeconomic stability). Pro-poor policy goalslude an array of
desirable outcomes that should be described inl égich achieved within a given
time-frame. In contrast, the macroeconomic constsashoulchot be defined
clearly: the optimal policy isonstructive ambiguitfor deliberate lack of
clarity).?® Listing a set of restrictions to government ac{isiich as maximum
fiscal deficits, inflation rates or exchange ratedls), many of them determined
arbitrarily, side-by-side with the pro-poor targdesalues the latter, introduces
artificial limitations to the government’s prograrasnand confuses policy
implementation because it signals that the govemmseonly conditionally
committed to its pro-poor objectives. For exampleat should the government
do if it had announced that the maximum acceptialfligtion rate is 10 per cent,
and inflation reached 12 per cent? Which of theggmmeounced government
commitments will be abandoned — the maximum irdlatiate or the pro-poor

income, housing and health programmes?

% See McKinley (2001).
% Following, in a different context, the suggestafrCarare and Stone (2003, p.20); see section
1.4.2.

110



Macroeconomic instability should be avoided becaiuseuld impair the
achievement of the pro-poor targets either dire@tliyflation redistributes

income towards the rich, or if exchange rate inBtgtimits essential imports), or
indirectly (if it triggers capital flight, erode®pular support for the government,
or offers easy targets for the opposition). Howestability — just like growth — is
a means to an end, and it matters only insofarfasilitates the achievement of
socially desirable objectives. The government daitide how best to address any
macroeconomic imbalances in order to ensure theess®f its pro-poor

programmes.

5.1.5 — Possible Objections

Pro-poor rhetoric is rapidly becoming fashionaltiérequently appears even in
IMF documents, and there is the risk that this ephevill be diluted beyond
recognition. No one seems to be against some fofprapoor’ growth — but, in
some cases, this is simply a fig-leaf for the saidegrowth strategy that has
already failed to deliver in most countries.

Arguments against pro-poor strategies could baldivinto three groups. First, at
a static level, some countries are ‘t00 poor tastetute’ — their per capita
income is so low that redistribution would havédiimpact on the level of
poverty. This argument has been shown to be invadiistribution can help both
statically and over tim&’. Second, at a dynamic level, there may be a tréide-o
between growth and distribution: although distribatcan reduce poverty to
some extent, economic growth does so in a moraisatie manner. This
argument is fallacious, because economic gr@ahtlaysredistributes income and
wealth (see section 5.1.1). Therefore, the disondbetween static and dynamic
redistribution is purely analytical; in reality,et are inseparable. Since
redistribution is inherent in the growth of a mar&eonomy, it is appropriate that

" See Dagdeviren et al (2002).
111



it be subjected to policy influence, through a deratically chosen development
strategy’®

Finally, it could be argued that pro-poor strategiee difficult to implement, and
several governments have failed dismally in thi#erapts to follow similar
strategies in the past. This is a serious argura@ditthere is no guarantee that the
future will not bring similar failures. However,@poor goals are inherently
worthwhile, and government policy is at least follsnaccountable to the

majority through democratic political channels. s more than can be claimed
for the international financial institutions, whickaim to offer ‘guidance’ to
developing countries, and the (financial) markb#t wish to lead the growth
process (see sections 3.5 and 3.6).

5.2 — Pro-Poor Macroeconomic Policies

The previous section has outlined the basic olyestand limitations of pro-poor
and democratic economic strategies. This sectioaldps, in more detalil, five
elements of these strategies. They include theiitapoe of growth and
investment, fiscal policy and public investmentiss, employment and
productivity, the external sector and the roleaxfial programmes in pro-poor

development programmes.

5.2.1 — Growth and Investment

It was shown in section 5.1.1 that economic grawttritically important for the
success of pro-poor development strategies. Sest@oonomic growth is one of
the key driving factors behind the reduction of dgroverty; moreover, if it is
equitable and appropriately targeted, growth caa ebntribute decisively for the
improvement of the relative position of the posgsection 5.1.2).

8 See Dagdeviren et al (2002).
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Economic growth contributes to poverty reductiomany different ways.

Growth increases the availability of goods and isessand expands the country’s
consumption possibilities. It creates employmexpamds markets and sales
income, and raises wages through the creatiorbolilascarcities (see section
5.1.1). Growth also helps to fund distributive sbgrogrammes and finances the
provision of public goods. Finally, economic grovetin also help to generate the
savings and the financial development requiredital finvestment and consumer
spending. In the absence of growth (and, secondéileign transfers, such as
international aid and debt forgiveness, see se&tidd) poverty-reducing
outcomes depend to a much greater extent on disbil) which can generate

severe political tensions.

These principles imply that pro-poor strategies'laoéder and more
expansionary® than what is permissible under the mainstreantpadmpact
that inspires the NMPC. However, high growth ratesinsufficient. The
relationship between economic growth and poverdycgon is determined by the
distribution of income and, especially, its distilon near the poverty line, which
depends on the circumstances of each countrydier 0 maximise its
distributive and poverty-alleviating impact grovghould, in general, be
concentrated in two areas of the economy. Firsts#ttors that directly benefit
the poor: those where the poor work, that genénatame and employment for
the poor, and that produce goods and services owmtprimarily by the poor

(for example, small-scale agriculture, constructo the informal sector.

Second, growth should be geared toward the promafiinvestment. Although

investment is the driving force of growthgrowth is also the driving force of

2 McKinley (2004, p.1).
% See Pasha (2002).
L There is no question that higher rates of cafitahation are associated with higher growth
rates; see, for example, Weller and Hersh (20@42).
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investment because rapid and sustained growth ggeseihe demand that makes
individual investment projects viabfé Moreover, low investment rates delay and
complicate the task of reallocating economic resesitowards pro-poor
objectives. The manipulation of interest rateskisly to prove insufficient to the
task of inducing the required levels of investmeirice there is no evidence that
marginal shifts in interest rates can trigger thsibd respons&.In order to kick-
start the virtuous circle of growth and rising istreent the state needs to identify
the sectors that hold the key to rapid growth rédgriction of inequality and the
alleviation of the balance of payments constraeg(section 5.2.4). Their
expansion should be fostered through targetedi¢a@rindustrial policies, public

investment andbbcusedncentives for the expansion of capacity and output

The concept of ‘focused’ incentives excludes thditronal sort of broad
investment incentives often employed by governmerigs holidays for
investments of any type or general protections fforeign competition.
In shaping an alternative economic developmentegya a government
does not simply want more investment; it wants niavestment of a

certain kind. This requires that incentives be fmuii*

In the middle-income countries these governmerntpgiriorities should be
funded primarily by domestic sources. Foreign sgwitend to be unreliable,
difficult to target, and they are often inimicalgim-poor objectived® Raising the
necessary resources domestically will require aedad effort, since the
available savings rates are usually insufficiergupport ambitious pro-poor
objectives. In most countries it will be necesdarincrease tax rates through a

more progressive tax system, the taxation of ureehimcomes, and the additional

%2 See McKinley (2001) and Rao (2002).

% See Rao (2002).

3 MacEwan (2003).

% The suggestion that countries should rely pringai domestic rather than foreign savings is

supported by the pioneering work of Feldstein andidka (1980) and by more recent research by

Calvo, Leiderman and Heinhart (1993). For a pdalteconomy interpretation, see Palma (1998).
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tax revenues generated by economic growth. Itaislb be necessary for the state
to set up or expand long-term savings programmatyjavith the private

financial system in order to fund pensions, theaggon of housing and
infrastructure, education and training programnmmes@ther costly pro-poor
projects. In contrast, in very poor countries theiisgs potentially available could
be insufficient to permit the achievement of MD®@s ¢ther pro-poor objectives)
even under the best possible combination of palidiethis case, the rapid
success of pro-poor strategies may require thersima of foreign aid flows,

other unrequited transfers (such as workers’ remigs) and debt forgiveneSs.

5.2.2 — Fiscal Policy and Public Investment

Fiscal policy is a powerful tool for macroeconormalicy, and it is critically
important for pro-poor programm@&sThe standard (NMPC and Washington
consensus) macroeconomic framework argues thaizbef the public sector
should be kept to a minimum because low taxestdoniegulation and limited
public investment will create incentives for pri@atector activity, which should
lead the process of growth and bring about thevialien of poverty. In contrast,
pro-poor strategies require that the public sestauld induce, regulate and
sustain the process of growth, direct significasiources to priority sectors and
preserve macroeconomic stability, since middle4me@nd poor countries are
prone to experience more severe economic crisésgngiater frequency than the

rich economie&®

% T]he bulk of the extra investment in basic sees and anti-poverty programmes will have to

come from domestic resources, not from externalcesu However, this does not diminish the
marginal value of ODA. Indeed, foreign aid can pdagritical role in overcoming obstacles in the
transitory phase towards pro-poor policies sinecldtter are bound to meet stiff resistance from
several quarters’ (Vandemoortele 2004, p.16).
3" For a reassessment of the importance of fiscatyaee Arestis and Saywer (2003). Pro-poor
fiscal policy is reviewed in detail by Kakwani aBdn (2001) and Weeks (2003).
3 Weller and Hersh (2004, p.488) claim that the tilitiaof growth hurts the poor even more than
low growth rates.
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Let us start from public investment and public exgitures more generally. They
can boost aggregate demand (potentially sparkiageibovery of a stagnant
economy), loosen the supply constraints on longrgrowth and help the
reallocation of resources towards poverty reduatiojectives, especially in

economies operating below potential.

Although mainstream economics insists that pubMestment crowds out (and is
less efficient than) private investment, the litera offers no firm evidence
supporting this claim. Quite the contrary: a sigmint body of work indicates that
public investment can crowd in private investmatitez in complementary areas
of the economy or in upstream or downstream am#/ite.g., supplies of inputs
and consumables, maintenance, trading and finasemaices, labour training and
supply and so on). Public investment can also stpivate investment directly
if it builds physical infrastructure (rural roadsdaports, irrigation systems,
electricity generating capacity and transmissioadi and so on), boosts labour
productivity (through public education and trainprpgrammes, health provision,

etc.), or fosters private savings:

Contrary to the view that higher fiscal deficitsdavd-out’ private
investment by raising interest rates, there isyssise empirical evidence
that if higher fiscal deficits are caused by largeblic investment outlays
then this may actually ‘crowd-in’ private investni@m a net basis by
removing physical bottlenecks of infrastructure #mefeby raising the
factor productivity of private investment. In addit, larger public outlays
on education and health raise the productivityhefggoor and equip them

better to get out of the poverty trip.

% pasha (2002). Alternatively, ‘[p]ublic investmetiays a leading role in stimulating growth by
inducing greater private investment, both domestid foreign, and by counteracting the
contractionary effects of such policies as impapssing devaluation. If properly designed,
public investment, such as labour intensive pubbicks, can in fact help lower the need for
capital imports. Growth also serves to raise ttaesbf savings in gross domestic product, which
can then be used to finance the additional investniielcKinley 2001).
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Public investment can also support foreign investnrethe country:

[T]wo [Asian] countries with the strongest publitvestment programmes,
China and Vietnam, also had the highest ratesafity. Both countries
attached large inflows of foreign direct investmesiggesting that, at
least, major public investments did not discoursigeh inflows and may
have facilitated therf{’

Evidence shows, first, that public investment Haggd a key role in fostering
growth and reducing poverty in several dynamic ecaes, especially in East
Asia*! and, second, that when public investment falteikafe sector profitability
often declinesteducingthe resources available for investmé&nn this sense,
adequate levels of public investment can be esddatisustained pro-poor
growth.

In order to support economic stabilisation anddgsgblic investment
programmes poor country governments need to jettise excessively restrictive
fiscal policy stance imposed by the NMPC and thesNifegton consensus and
adopt more proactive policié$This is not necessarily inflationary — in faittere
is no evident relationship between fiscal defiaitsl inflation** Nevertheless, it is
better to err on the side of stability rather th@agenerate unsustainable
disequilibria, especially given the size of theigband investment programmes
required by a pro-poor growth strategy. Experiandecates that if public deficits

are used to finance investment that expands aggregpply, and as long as they

“O\Weeks (2003).
“1 See Vandemoortele (2004) and Weeks (2003).
2 McKinley (2004, p.9): see also Rao (2002).
431[T]he obsession with eliminating fiscal defici@nd, thereby, current account deficits), if
achieved through cutbacks in public expenditurpeeislly on development and social services,
has retarded the process of growth and created pawerty’ (Pasha 2002).
44 See Fischer, Sahay and Végh (2002, pp.876-7).
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are financed in a sustainable fashion (i.e., ifatiditional public debt can be paid
off by the tax revenues generated by future growtéiy impact should not be
unduly inflationary either in he short or the loragm*° Alternatively, if the
government monetises the deficit, perhaps bec&eskntancial markets in very
poor countries are insufficiently developed, catestibe taken not to fuel

aggregate demand excessively because of its orikaty implications.

Proactive and pro-poor fiscal policy can be sustal@ only if the tax system of
poor countries is modernised and exparii&thx revenues play a fundamental
role in the mobilisation of resources for the aditvee, distributive, growth and
stabilisation functions of the state in poor coiestrespecially in the light of their
weak financial systems (see beldt¥However, this potential source of funds has
been both underestimated and underutilised:

The evidence clearly shows that the tax systemanyntountries has
become less equitable and less pro-poor. Reforengrgently needed in
direct and indirect tax policies to generate marmestic resources for the

MDGs and do so in a more progressive Whay.

There is a lot of scope for increasing tax revena@®veloping countries and,
simultaneously, to distribute income. These tagnat will require the stricter
enforcement of the existing tax laws, higher tarsaclosing the existing
loopholes and eliminating many of the exemptiors @&ductions favouring the

rich, taxing wealth and large or second propertiesiral and urban areas, and

5 See Rao (2002).
“%[T]he viability of an alternative program of satireform depends on more tax revenue’
(MacEwan 2003).
“""Whether or not higher taxes retard economic ghotpends a great deal on what is done with
those taxes —i.e., on how the government sperdsitiney. If, for example, the government
spends the money on creating a more effectivestrfrature and a more productive workforce, the
higher taxes are likely to lead to more, not lesmemic growth’ (MacEwan 2003).
8 \Vandemoortele (2004, p.10).
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taxing interest income, capital gains and inteort capital flows® The most
important constraint to the expansion of the taselia not economic or
managerial (although these are surely relevarttjspiolitical. However, domestic
pressures for economic privileges or threats oitabflight should not prevent the

state from mobilising domestic resources:

While systematic international evidence of thetreteship between tax
rates and capital movements is generally lackirgeeence within the
United States is instructive. There are no resbiniston capital movements
among the fifty states, but state governments hayaod deal of taxing
and spending authority. Thus the United States@uogrprovides a useful
basis on which to draw general inferences aboutefigonse of business
location decisions to government taxation and sipgngolicy. The
evidence from U.S. experience suggests that goveartsh
macroeconomic policies certainly make a differefocdusiness location
decisions, but overall there remains a good deldenstay for government

action>®

In sum, pro-poor programmes require more expansjdiszal policies funded by
a larger tax base. However, it is important to dwwiaggeration — but not because
of groundless fears about inflation. Critics of thainstream often argue that pro-
poor strategies require loose fiscal, monetargexchange rate policies (see
sections 5.2.4 and 5.3). This suggestion is patiytisky for three reasons. First,
support for these ‘fully expansionary policies’ wsaupon a narrow reading of the
experience of the United States and large Westeropean economies between
the early twentieth century and the mid-seveniiégse countries could either
print the world currency (especially Britain befékéorld War 1 and the US after

World War 2), or they had much easier access &idarcurrency than today’s

9 See McKinley (2003).
0 MacEwan (2003).
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poor countries. This experience is hardly relevamhost poor countries, whose

balance of payments constraint is much tighter.

Second, in poor countries loose fiscal, monetaryexchange rate policies could
generate unsustainable booms that would be destagiboth economically and
politically. This is especially true for economibsit are initially locked in
stabilisation traps — that is, starved of investnfenlong periods, and where high
unemployment coexists with low spare capacity i sectors of the economy
(see section 4.5). In these cases, a sudden aicdlrpdlicy reversal could trigger

accelerating inflation and send the currency spigadownwards.

Third, the ‘fully’ expansionary option is not alwaypolitically feasible. The rapid
shift of the fiscal stance and the build-up of deenestic public debt could easily
become a lightning rod for the critics of the gowaent’s strategy. A rapid
deterioration of the fiscal balance is likely tangrthe wrath of the IMF, World
Bank and the US Treasury Department and heavyisritiby the local media and
the financial sector. This could destabilise theegoment, trigger capital flight,
speculation with foreign currency or treasury biitglation and a balance of
payments crisibeforethe expansionary and distributive impact of the

government’s pro-poor policies could be felt.

Recent experiences in Latin America and elsewhswes shat excessive fiscal,
monetaryand exchange rate policy laxity can block economiorghy generate
political instability and prevent the accomplishrhehpro-poor objectives' In
order to achieve the desirable outcomes, fiscatypshould be calibrated in order
to deliver what monetary and exchange rate policaesot offer, especially in
poor countries: targeted investment programmesgiinges for the private sector
to support the government’s pro-poor goals, anes@euc stabilisation when this

becomes necessary.

*1 See, for example, Glewwe and Hall (1994), Lag®)%nd Paus (1991) for the Peruvian case.
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5.2.3 — Employment and Productivity

Fiscal policy can offer an important contributiar the expansion of employment
opportunities, technological innovation and produist growth in developing

countries.

It is essential to upgrade the technological amdipctive capabilities of poor
countries because productivity gains are the kesustained growth and rising
incomes in the long-rutf. These gains can be achieved in at least two differ
ways>2 One is the development of mass production faedlitvhere low-paid
unskilled workers engage in repetitive tasks ah lsigeed in traditional plantations
or in manufacturing industries producing clothisgpes or established electronic
products, as in Mexico'siaquiladorasor in most Asian export processing zones.
Alternatively, highly paid skilled workers could e&pected to make decisions
about their tasks, work co-operatively and appptssticated technical skills in
the services industry, specialised agriculturatpation or the manufacture of
sophisticated electronic goods, fine chemicalsraadhinery made to order.
Obviously most middle-income and poor countriesicamove directly into

these highly advanced production processes betlaegéack the technology,
infrastructure, skills, managerial capacity anéiioe to do so. However, this type
of development is precisely that which pro-poor dechocratic economic
programmes should aim for, even if they are actulevanly in the medium and

the long-run, and only in certain areas of the econ

The ‘high road’ to productivity growth offers seaéadvantage¥’ It opens
valuable export opportunities, that help to relidwe balance of payments

constraint (see section 5.2.4). It requires thestigpment of chains of related

2 McKinley (2003).

*3 See MacEwan (2003).

* See Korzeniewicz and Smith (2000) and Ocampo (12982).
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activities that, if internalised, can generate epient and growth in other areas
of the economy. It demands (and supplies) a skilletkforce that can be trained
by public education programmes and that could teartbeir know-how to other
areas of the economy, or open small businesseseMerkers will be better paid
than the average, which will help to raise the deasaof the workers employed
elsewhere. Finally, these firms can set high statsdaf workplace safety and
security that will facilitate the regulation andeatually, the elimination of
degrading and unsafe working conditions in otheasof the economy (e.g., in

sweatshops).

These outcomes are neither necessary nor autorHaileer productivity and
profitability give firms the scope to improve paydaconditions, but the market
does not always spontaneously generate exporsnailise value chains, pay
salaries commensurate with productivity or delimenimum health standards in
the workplace. State regulation and incentivesasential to achieve these

outcomes.

Regulation should make it difficult for firms todrease profitability by cutting
wages, arbitrarily extending the working day or &sging the existing health and
safety rules. Productivity growth and better wogkaonditions can be supported
by legislation supporting trade union activityjmg minimum wages, and the
offer of tax and other incentives for investmenpiiority sectors, the introduction
of new technologies and the payment of high wagksse policies can be partly
funded by progressive income taxes and social gg@antributions (see section
5.2.2).

Relatively high wages will ensure that the mostpiaive firms will reap

extraordinary profits while their inefficient contgiers face losses. Export
incentives and targeted import protection (to tleexamum extent permitted under
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WTO rules) will offer an alternative avenue for fit@bility and growth® At the
same time, the workers left unemployed becauskeobankruptcy of the
inefficient firms or the declining availability ¢dw-paid jobs should be retrained
with public funds in order to find more productiaad better-paying
employment?® These medium-term policies can help to raise emino
productivity, increase the flexibility of the labomnarkets and reduce structural
unemployment, while creating incentives for exparts for long-term

productivity growth in industry, large-scale agttowe and the services sector.

In parallel, and at a more immediate level, itasamntial to offer incentives for the

development of labour-intensive industries prodgeion-tradable goods because

%% ‘Cambodia, Mongolia and Nepal have banked heailgarment and textile exports but
international competition is intense in these satwss and foreign direct investment is footloose.
The [case of] Sri Lanka ... warns that too manyedteping countries are specializing in the same
low-value-added products such as garments andr@diversified their manufactured exports.
Instead, they should be concentrating on relatiipme elastic and price inelastic export
products’ (McKinley 2003).
*‘One example of focused incentives ... is a “tiragrfor-jobs” program. In such a program, the
government provides training programs that prepamders with the specific technical skills
needed by a firm. The firm, in return, makes aregtment and hires the already-trained workers.
A training-for-jobs program lowers costs for anestor and thus provides an incentive in the same
manner as does a tax holiday ... [but] a trainmgjébs program has a special advantage over
other forms of investment incentives. Even if tiemfmoves away, society has raised the skill
level of its workers who remain. While specificlikare not always transferable to other
activities, in acquiring those specific skills werk have necessarily gained a valuable general
skill, a greater capacity to learn. Training-fobgoprograms ... [are funded through a] “levy-grant
system” ... in many countries. The government eatsmall new tax (one or two percent of
earnings) on firms — the levy; but firms receiveebate — the grant — if they implement training
programs that raise the technological level ofrthark forces’ (MacEwan 2003).
>"{[A] coordinated policy of support for educationdatraining coupled with protection of
production activities based on relatively high levaf skill can be advantageous in terms of
maximizing income over the longer run ... [T]hesaas are well known ... protection allows the
development of activities that will be consisteritivthe longer run availabilities of skilled labor
(given the programs of education and training);daeelopment of these activities themselves
creates new skills, as people learn by doing; bhede sorts of activities generate extensive
externalities that tend to spread new skills thiothge general workforce. A policy of protection
may be viewed as an investment: a cost (higheegffar goods) incurred in the short-run in order
to gain in the long-run (higher and more rapid gtoaf productivity). Through programs of skill
upgrading and protection, a government can prometésions that are consistent with tharkets
that will exist... [O]ne lesson [from South Korea and other cdestin East Asia] is that an
emphasis on education and training coupled withleggn of a country’s foreign commerce can
yield substantial gains. In fact, it would appdwattall countries that have achieved development —
from Japan to Western Europe to the United Statesse done so with extensive government
regulation of foreign commerce’ (MacEwan 2003).
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of their employment-generating potential. Theseigtdes (especially small-scale
agriculture, construction, small-scale workshops smme services industries, as
well as public works) can support the absorptiotheflabour force and offer
opportunities for on-the-job training for entrantsthe formal labour markets.

At the same time, they could help to relieve Iaedi supply constraints, for
example, through the supply of food, inputs for riienufacturing industry,
exportables or the construction of rural roadsrgation facilities in public

works programmes. These incentives and works pnogues can be funded by
general taxation (at any level of government) aptabgeted credit by state-
owned and private financial institutions. Althouitjle state should aim to provide
opportunities for employment for all, it shouldt commit itself to the elimination
of unemployment, for example through an ‘employnadriast resort’
programme, at least initially, because of its fiszad inflationary implicationg’

In most poor countries it is especially importanstipport the development of
agriculture and its linkages with other economict@es for three reasons: its
current economic importance, the fact that most people live in rural areas,
and the potentially severe dislocations to labaa agricultural production due to
WTO-sponsored trade liberalisation. The Chines#gomesian and Vietnamese
strategies between the seventies and the ninetieprovide valuable examples
for other developing countries as they attempatser agricultural productivity,
boost the links with agriculture and other dynasgonomic activities and

increase the scope for the production of exportgbtls®® In order to do this, it

*8As the level of income is the key determinanpofrerty and as productive employment is the
principal source of income, expanding gainful emgpient opportunities has to be a major
element in the strategy of poverty reduction... kyiment growth depends upon the growth of the
economy... The rate of employment growth is al$loémced by the sectoral composition of
economic growth, the choice of technology and thgrele of effective functioning of the labour
market. If economic growth is concentrated in seciio which most of the poor work, then this is
likely to have a positive impact on poverty redacti(Pasha and Palanivel 2004, p.16). See also
McKinley (2003).
%9 For a critique of these programmes, see L6peza@ill(2000).
%0 See Karshenas (2001).

124



may be necessary to transform significantly theteng land tenure systems and

invest heavily in better technology and physical aacial infrastructure:

Very few countries in the world have experiencqudand sustained
growth without agricultural growth either precedimgaccompanying it...
strong agricultural growth has been a feature ahtes that have
successfully reduced poverty at different timder.the same rate of
economic growth, the impact on poverty is likelyo®more pronounced

the faster the rate of agricultural grovith.

Policies for promoting faster and sustainable adfucal development can focus
on the

[d]iversification of agriculture into labour-intee high-value agricultural
commodities such as horticulture and livestockiricreased profit
incentives and employment opportunities. This neguire intervention
by the state initially in the process of marketargl in providing minimum
support prices to help farmers manage the risksafing into new
economic activities ... Strengthening of the baakirand forward linkages
between the agricultural sector and the off-farat@en the rural areas in
order to create a virtuous cycle of growth of inesnand employment ...
[and the development] of small and medium-scalal emterprises for agri

processing and provision of agricultural inputsl wequire greater

® pasha and Palanivel (2004, pp.18-19). Moreovies] Ibw productivity levels indicate that
agriculture still retains considerable surplus latevhich nonfarm enterprises or urban
manufacturing and services will have to absorthénfuture. The lack of irrigated land and the
slow growth of crop production in many ... [pooridg countries ... also suggests that there
remains a substantial need for increased publiesitment in rural areas in order to boost
productivity and increase output. This is critit@ improving the conditions of the large numbers
of rural poor ... [T]he countries that have madeniost progress against poverty have
concentrated efforts on agricultural and rural dgwament’ (McKinley 2003). See also Kay
(2002).

125



outreach for extension of rural credit, both fanmd aff-farm, by financial

institutions, specialised or otherwi%e.

Focusing on low-productivity small-scale laboureimsive sectors such as family
agriculture is unlikely to deliver the employmentdagproductivity growth that are
essential for the long-term success of a pro-pegelbpment strategy. It is
essential to plug these sectoral initiatives irmmalder programmes of education,
training, technological development and labourgfanto high-productivity
sectors in order to deliver higher productivity dedter living standards for the

poor®?

The growth of the demand for skilled and unskillgoour, greater economic
dynamism and more intense trade union activity fwsker workers’ demands for
better pay. This should be welcomed, because higages are essential to
improve the welfare of the majority. However, wagewth cannot exceed
productivity growth by a large margin and over |qregiods of time because of its
potential implications for profitability, investmeand the fiscal balance. This is a
difficult dilemma, and short-term solutions will\&to be negotiated sectorally.
In certain sectors unit costs will decline as salesease; in others costs may be
constant or even increase, and certain sectors felglic works and public
services) will be funded entirely by general tasat+ no solution will be optimal
for all these sectors at the same time. In genleocaVever, it is essential to give
the maximum leeway for wage growth and equity tgigwon the one hand,
sustained productivity growth and, on the otherdhaentralised negotiations
involving the workers, the employers and the gorent, in order to try to strike

%2 pasha and Palanivel (2004, pp.30-31).
% ‘The longer-term objective of all developmentasmove the workforce, and poor workers in
particular, out of low-productivity sectors, poorsourced regions and low-skilled employment.
In most cases, this would imply moving poor workews of agriculture and into industry and a
more modern service sector. If industry is ablgrtmw rapidly enough and generate employment
broadly enough, poverty will be reduced as a resfutie movement of poor workers into higher-
productivity, higher-paid jobs’ (McKinley 2003).
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a balance between wage growth, productivity graavith economic stability. In
these negotiations regulation, targeted creditpexand employment incentives
and public sector intervention are some of theumsénts available to support the
search for pro-poor outcomes.

5.2.4 — The External Sector

The currencies of poor countries do not functiomésrnational means of
circulation or reserve value, and they do not sesvanits of account for
international transactions. This limitation sevgnastricts the ability of these
countries to command resources in the world econemimposes a balance of
payments constraint. The balance of payments @nsts probably the most
important restriction to long-term growth in poauantries (see sections 3.3 and
4.2). The rich countries have a more flexible beéaaf payments constraint, and
they can almost always bypass supply bottlenecksitiin imports. In their case,
the supply of labour is often the binding constréangrowth (and excess demand
for labour can sometimes trigger inflation). In trast, in the poor countries
labour is relatively abundant, and it is the sdagraf foreign exchange that tends
to limit growth®* The binding constraint can trigger balance of payts crises,

inflation, unemployment and other destabilisinggasses.

The balance of payments constraint includes twedygf restrictions, on trade
(the current account) and capital flows (the cdyaital financial account).
Washington consensus programmes recommend tragaligation in order to
foster productivity growth, and the relaxation loé trestrictions on capital flows in
order to attract foreign savings that will finaraogy current account deficits. This
recipe is not conducive to macroeconomic stabdityhe welfare of the poor, and
it should be rejected. A different set of arrangetegcompatible with

macroeconomic stability and pro-poor outcomesuitireed below.

% See, for example, Jha (2003, p.287).
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The first element is the promotion of exports (se€tion 5.2.3). Export growth
can give an important contribution to productiwgiypwth because it exposes
domestic producers to the stringent test of forengmkets. Exports also play an
essential role in the generation of healthy tradplases and the accumulation of
foreign currency reserves. This protective cuslsameeded to allow poor
countries to maintain exchange rate stability aquhad their policy freedom to
implement non-mainstream economic strategies.dratisence of sufficient
currency reserves poor countries would be compétlesgek undesirable forms of
finance in the international markets or borrow fribra international financial
organisations, whose conditionalities would seweliglit the scope for pro-poor

and democratic economic policies.

Export growth requires a competitive exchange (ste below) and co-ordinated
industrial policy initiatives in order to developropetitive advantages in
strategically important sectof3The promotion of domestic industries involves
the government in the complex task of ‘picking wersi, which has been
addressed successfully in several East Asian desritrrough the establishment
of performance criteri& It goes without saying that these initiatives, argort
promotion more generally, should avoid tilting intiees excessively towards the
non-tradables sector. Although it is importantxpand the production of non-
tradables because of its greater flexibility, siengechnology and large
employment-generating potential, the productiotradables is vital for the long-
term progress of the country and the viabilitytsfpro-poor development

strategy.

The second element is the import policy. In spitegths to the contrary,

‘openness and trade integration, either separateiygether, dmot have a

% See Amsden (1997, 2001) and Chang (1994).
% See Agosin and Tussie (1993), Chang (1993) aneffsand Wyman (1990).
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measurable impact on long-run growthTrade must be liberalised cautiously
because of the differential impact of liberalisatan large or strategically
significant economic sectors, and on the poors‘ihcorrect to assume that trade
liberalisation will automatically yield outcomesatrare pro-poor, pro-jobs and

pro-growth’®® Rather,

open trade is more a result of development ratiear & prerequisite for it.
As countries grow richer, they gradually take adaga of new
opportunities offered by global trade. Trade folfoslevelopment; it

seldom leads developméfit.

Rapid trade liberalisation and surging imports éesgly if they are based on
dumping strategies) should be avoided becausesofbtentially destabilising
effects. In particular, vital economic sectors sastagriculture, construction and
‘growth’ industries must be protected from unbrdilderalisation. Regulation is
important not only because of the potentially se\szcial and economic
dislocations of import liberalisation, but also Gase historical experience shows
that relatively autonomous late development is ipts®nly if domestic industry

and agriculture are protectéd.

A pro-poor trade policy has to be linked to a beyaddustrial strategy, including
clear avenues for productivity growth and the depeient of domestic

production capabilities in selected areas. Incrkas@le may foster growth
through the transfer of technology (through investhprojects, the purchase of
blueprints or the technology embodied in importapgital goods), and it may
create opportunities for the development of newustdes. However, these effects

are likely to be limited:

" Weller and Hersh (2004, p.492).
% vandemoortele (2004, p.14).
%9 vandemoortele (2004, p.14).
0See Chang (2002, 2003).
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[T]he positive effects of liberalization disappeaer time, which is a
pattern consistent with deregulation euphoria endhrly years of
liberalization, followed by macroeconomic instatyiland lower growtH?

Import liberalisation could have a severe impacttanpoor for three reasons.
First, the benefits from trade can be concentrateshclaves or increase the
returns for skills or assets that are beyond thelr®f the poof? Second,
liberalisation may increase competition from lowg@aountries, reducing
economic growth and the wages and employment oppities of the poor. Third,
heavily subsided exports from rich countries (idahg grain, sugar, cotton, fruit,
meat and dairy products) can undermine the vigholitsmall-scale agriculture
and the livelihood of millions of rural podt.In their study of openness Weller
and Hersh (2004) have concluded that

the income shares of the poor are lower in coutsigh deregulated
current and capital accounts compared to more agggibbnes. This is not
because trade is directly harmful for the poorbimdause of the
institutional design under which trade is conductefillhe short-term
adverse effects of current and capital accountgigséon on the income
shares of the poor are not offset by faster incgroevth in the long-run,
which could raise the possibility of faster incogrewth for the poor ...
[because] liberalization has no robust impact awgjn rates. But ... trade
may have a beneficial effect on the income shafrésegpoor in the short-
run in a regulated environment ... [In sum,] corestiwhere trade and

capital flows [are] regulated ... do best for tlep*

" Weller and Hersh (2004, p.499).
24 T]he net impact [of trade liberalisation] on elapment opportunities depends on how far
employment is gained or lost in shifting resourtem the nontradable to the tradable sectors’
(Pasha and Palanivel 2004, p.16).
3 See Vandemoortele (2004, p.14).
" Weller and Hersh (2004, pp.499-500).
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As was indicated above, pro-poor strategies redb@eegulation of the capital
and financial account of the balance of paymenagit@l account liberalisation
can be extremely dangerous for poor and middlenrecoountries because of its
potentially severe destabilising effects (see eacti.2). Unbridled liberalisation
fosters the accumulation of excessive foreign detgecially by banks, promotes
speculative capital inflows that finance consumptiwore than investment,
increases the country’s vulnerability to balance@yments crises and facilitates
capital flight”® In spite of the mainstream’s insistence on capitabunt
liberalisation, this strategy does not contribatenacroeconomic stability and,
even if it raises the economic growth rate in thersterm, this effect tends to
disappear in the medium-term. In this context, thegaof payments instability is
especially damaging for the poor:

The link between capital flows and incomes of therparises from a
greater probability of financial crises in a liblerzad environment. More
capital flows, especially short-term portfolio flepare often associated
with a greater chance of financial crises ... [Thedens of financial crisis
are disproportionately borne by a country’s pooAlthough high-income
earners are more likely to hold financial assetstance to be hurt by a
crisis through declining asset values, low-incomeers may be more
likely to be affected by declining demand as uneawpient rises ... [A]t
the same time that economic crises increase thifoegvell-functioning
social safety nets, unfettered capital flows ligovernments’ abilities to
design policies to help the poor when they needoist — in the middle of
a crisis. The poor are the first to lose under disdal contractions, and

the last to gain when crises subside and fiscaidipg expand$®

> See Palma (1998).
S Weller and Hersh (2004, pp.478-9).
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Countries committed to a pro-poor developmentatnamust avoid capital
account liberalisation for five reasons. Firstyas explained above, capital
controls support macroeconomic stability. Secomo;gmor strategies demand
monetary policy autonomy (see section 3/3Jhird, they also require the state to
direct investment and other resource flows to ghepromoting and poverty-
reducing objectives (explained in sections 5.2@ @a2.3), which may conflict
with the short-term interests of the domestic anternational financial sector.
Fourth, and more prosaically, capital controlsraeessary to curb tax evasion,
since the tax rates required to fund pro-poor @ognes will be higher than
abroad. Without capital controls pro-poor macroeeoit strategies are simply

impossible.

Several forms of capital control have been usednt®¢by such diverse countries

as Chile, Japan, Malaysia, South Korea and Sw&derthese countries,

The use of controls has not resulted in interruystiof economic growth;
on the contrary, when controls have been remoweh Elexico in the
early 1990s and in East Asia in the late 1990gniumal crises and severe
economic downturns have been the result. Capitgtals are not a fixed
set of policies, and there are several differentsna which the flow of
funds in and out of a country can be regulatéd/hatever form they take,
controls over the movement of funds across a cgigriorders are a
necessary part of any general program of econotménge without such
controls, a government cedes the regulation a&dtomy to international
market forces, which often means the forces oflamgernationally

operating firms and powerful governments of ottmrmtries’®

""*The fixation with low inflation, on the part ofen relatively successful countries such as China
and Vietnam, stems partly from a concern abouptitentially destabilizing effects of financial
liberalization’ (McKinley 2003).
8 See, for example, Chang (2003), Chang and Grabek( ch.9), Epstein, Grabel and Jomo
(2003), Kaplan and Rodrik (2000) and MacEwan (2003)
9 MacEwan (2003).
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Forms of capital control can include, for exampéstrictions on foreign currency
bank accounts and currency transfers, taxes orrastnative limits on outflows of
direct and portfolio investment, restrictions oneign payments for ‘technical
assistance’ between connected firms, non-inteesstifg ‘quarantines’ on
investment inflows, controls on foreign borrowingdamultiple exchange rates
determined by the priority of each type of investin@hese controls will impose
an additional burden on the monetary authoritias egperience shows that the
task is not beyond the capabilities of the certealk. The most significant

obstacle to capital controls pelitical.

Having said all this, the choice of a pro-poor exwle rate regime is
comparatively simple. The choice lies between figedhange rate regimes
(including currency boards), adjustable pegs airtly'dloating (free floating
regimes are simply too unstable to be seriouslgiciened). In order to preserve
macroeconomic stability small countries, often pad with very concentrated
trade patterns, and countries where currency substi is very advanced may be
forced to adopt fixed exchange rate systems. Bhi®i ideal, because it reduces
the scope for pro-poor monetary policy initiatiyese section 5.3), but it may be
unavoidable in the short-term. In this case, the ob pro-poor fiscal policy

becomes even more important.

Other countries may be able to count on additidegrees of freedom to adopt
adjustable pegs or, even better, a ‘dirty’ floatexghange rate regime, which
maximises the scope for monetary policy discretiDirty’ floating creates the
danger of real exchange rate instability, and tbheetary authorities will need to

beware of this risk® Although exchange rate overvaluation can offer ediate

8 “When there is a negative shock or boom endscol@try should have the ability to adjust its
exchange rate downward. That is, it should adaptdlal target approach. When the exchange rate
is allowed to depreciate, a country also gainsattility to use fiscal-monetary policy to stabilize
the economy and minimise the adverse effects orngChowdhury 2004b).
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benefits to the poor through cheaper imports angtanflation, this type of
‘exchange rate populism’ should be avoided. Itlcave destructive implications
for the domestic productive base, in both induatrgt agriculture, and it can
induce consumption and asset bubbles that mayffieuttito neutralise.
Experience suggests that export growth and thenskpa of employment are
more easily obtained with selective import prot@ttiexport incentives, capital
controls and anoderately undervalueekchange raté" This may be achieved in
different ways, including a relatively low currenpgg (if this is relevant),
expansionary monetary policies, the taxation agdlegion of currency trading
(especially in futures markets), capital contraid direct intervention in the

currency markets.

5.2.5 — Social Programmes

Pro-poor economic strategies require specific psl@and programmes to protect
the poor and improve social welfare directly. M&eam economic strategies
claim that ‘trickle down’ and targeted social pragrmes can deliver significant
benefits for the poor. However, this is not satisay by either social or
economic criteria. It was shown in section 5.1 #dhterse macroeconomic
policies can overwhelm the impact of targeted prognes and, in mainstream
strategies, they tend to contradict each other wfate time®? In addition to this,
targeted programmes are expensive to run, tends® aat many potential

claimants, are prone to corruption and allocatgoalways arbitrary at the margin:

81 Moderate exchange rate undervaluation finds stsoipgort in the literature on trade and
industrial policy; see, for example, Agosin and Siei€1993), Chang (1994) and Gereffi and
Wyman (1990).
821 A] country’s strategy of development and its @siated macroeconomic policies can have as
much effect as — and in many cases more effectthargeted interventions. In fact, if the
country’s development strategy and macroeconomniicips continuously reproduce poverty,
targeted interventions can do little to reversesihgation’ (McKinley 2001).
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Narrowly targeted programmes are increasingly piiesd for reasons of
efficiency and cost savings — for they claim to imise leakage to the
nonpoor ... As far as basic services are concenmahw targeting can
have huge hidden costs. They result from the faadtit is often difficult to
identify the poor and to reach them because thepoon —most of who
remain ‘near-poor’ — seldom fail to capture a lapget of subsidies
destined for more destitute people. Also, adminisgenarrowly targeted
programmes is at least twice as costly as runnmtgrgeted ones. In
addition, the poor must frequently document eligysg—which involves
expenses such as bus fares, apart from the stigmalsthey generate.
Such out-of-pocket costs can be a real obstaclst Myportantly,
however, is the fact that once the non-poor ceabave a stake in
narrowly targeted programmes, the political comreittto sustain their
scope and quality is at risk. The voice of the palone is usually too

weak to maintain strong public supp®tt.

In order to maximise their pro-poor impact theskgms and programmes should
prioritise the provision gbublic goodsand thesocial wagerather than monetary
handouts. Social programmes including the provisiopublic education, training
and health provision, housing, water and sanitapanks and public amenities,
environmental preservation, the promotion of foedusity, and affordable
clothing, shoes and public transportation can malatively low managerial costs

and they improve the standard of living of the pdioectly:

These [social] programs meet people’s basic neeasributing to the
reduction of poverty and to the equalization ofittme distribution;
they thus generate immediate benefits. Many ofetipesgrams ...
contribute to people’s productivity, laying a foatidn for more
successful, long-term economic expansion. The mtomlu process to

8 vandemoortele (2004, p.12).
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create and operate social programs is often laintemsive, and thus their
implementation tends to use the resource most amirmad low and middle
income countries and, which is to say the samethénds to be
employment-creating. The expansion of social pnogrgenerally does
not require large amounts of foreign exchangechatbe undertaken
mostly with domestic resources; it therefore domtsemcessively
aggravate the foreign exchange problem ... Oftesdlprograms can be
shaped in ways that directly and indirectly conttéto the development
of democratic participation, which is valuable tseif and strengthens the

foundation of chang®.

In many countries, the required administrativeasfructure is already in place, or
it can be created at a relatively low cost. Theasgm@ammes are also allowed by
WTO rules as long as they do not discriminate betwadomestic products and

imports.

Public and social wage goods programmes can kedrolit gradually (e.g., one
product or service at a time), making them reldgivheap and easy to run. They
also include many of the advantages of targetegramomes, in spite of their
universal coverage, which may be called ‘smarteang’: public and wage goods
programmes areniversalbecause they are available to all, and they are al
targetedbecause distinct social groups will be affectdtedently by each project
or initiative. For example, subsidised staple fosalsl in shops in poor areas (as
in India) are available to all — but, in practitee programme targets the poor both
through its choice of product and the geographydatiited availability of the
staples, which will naturally exclude most of thenrpoor. The precise balance
between the targeted and universal aspects ofrtivéspn of public and wage

goods depends on policy decisions about accesthanthture of each project.

8 MacEwan (2003). For Vandemoortele (2004, p.13)irite basic services are public goods with
strong synergies and positive externalities, theukl be either free or heavily subsidised —
regardless of whether they are provided by puplizate or non-governmental agencies’.
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Finally, public and social wage goods programmaesheacriticised because they
may lead to overconsumption (e.g., free healthisesvcould foster trivial
complaints or unnecessary prescriptions), or maaijon by unscrupulous
politicians. This is certainly possible (althouglcan be minimised by universal
access and ‘smart targeting’, see above). Howéveigcommercialisation of
health or education is not the only possible alieve. These potential problems
can also be addressed throughdakpansion of democra@andpublic control of

the state

Cash transfers are generally less desirable thialic@nd social wage goods
programmes except for emergency support to very gaups and long-term
assistance to dependent children, the elderlytt@dhronically sick and
disabled. Cash transfers are limited for costceficy and equity reasons. First, it
is usually cheaper to provide basic public gooddrady through state provision
rather than privately, via cash transfers. The rganal costs tend to be lower,
their quality is more uniform and, as long as psem is controlled
democratically, corruption can be avoided morelgaSecond, cash transfers are
a form of targeting, which is relatively inefficie(see above¥> Third, cash
transfers imply that social welfare is determingdhe individual capacity to
purchase private goods, rather than the availglofipublic goods. Transfers
foster the commodification of social life and thevdlopment of competition,
which conflicts with the social solidarity engenelétby pro-poor policies. In
contrast, public goods and social wage programmssgre the provision of key
goods and services to all, contribute to the dernodification of the social

relations, and foster the development of communeikgtions.

8 Universal basic income is the only type of norgéded cash transfer, but it is unaffordable for
most poor countries, and hardly the best use far fitarce resources. It is also vulnerable to the
other criticisms of cash transfers listed above.
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All social programmes are expensive to run, andthdgetary limitations in poor
countries should not be underestimated. Howevesgtlprogrammes can have a
significant distributive impact. They can also adnite to other pro-poor
objectives — for example, they create employmetdcat level, they can be
plugged into regional development programmes thrdbhg creation of markets
for local produce, and they can be linked to theaesion of infrastructure (e.g.,
through public works programme¥)In spite of these advantages, funding is
likely to pose severe problems. In general thesgrammes should be funded by
taxation. Cost-sharing or user fees, while notdueat on principle, can be

socially unfair and extremely inefficient, and skitbnormally be avoided:

While narrow targeting, user fees, and social itmest funds can play a
role, they can never be the mainstay of a counaigtspoverty strategy.
In most contexts, they are likely to yield savitigat are penny-wise but
pound-foolish ... Despite the very modest amoumhohey they generate,
user fees invariably lead to a reduction in the aednfor services,
particularly among the poor. Attempts to proteet ploor — through
exemptions or waivers — are seldom effective, algfmooften expensive.
The introduction of user fees also tends to agdgeagender discrimination
... Since the mid-1990s, school fees have beershiedl in Malawi and
Uganda and more recently in Kenya. That pro-podicpavas followed

by a surge in enrolment in all three countries thwirls being the prime
beneficiaries. These positive experiences illustthat even a small

nominal fee can be a formidable obstacle for paonilies®’

The political process is central to the succegg@fpoor social programmes. On
the one hand, their implementation requires brepthie political power of the

traditional elites committed to inequality throutite development of universal

8 See, for example, Dagdeviren et al (2002, pp.404).
87 vandemoortele (2004, p.12).
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citizenship. In fact, budgetary transfers tendearsufficient dent poverty when
the distribution of assets is highly unequal. lesth circumstances, democratic
political and economic reforms, including the disiition of assets, are essential.
On the other hand, these programmes would bemefit firect user participation,
which will increase the scope for democratic pgrtition and intervention in the

economy.

In conclusion, the implementation of pro-poor eaoioprogrammes depends
less on their internal consistency (which has ribeézss been indicated above)
than on political limitations. More specificalljhég most important constraint to
the introduction of pro-poor strategies in poor ks is not resource scarcity.
Rather, it is the lack of political will to confrothe mainstream and build
alternatives based upon the joint efforts of gowents and civil society

organisations.

5.3 — Pro-Poor Anti-Inflation Policy

This section outlines the basic principles of pompanti-inflation policy
alternatives to the NMPC. It was shown in sectibiBsthat the NMPC suffers
from serious theoretical and empirical shortcomiagg, in section 4, that these
flaws are especially severe in poor countries.i8est5.1 and 5.2 outlined the
basic features of pro-poor economic developmeategires for middle-income
and poor countries. This section extends theseestiggs into the fields of

monetary and anti-inflation policy.

Growing economies normally experience inflation.iMd&ream economic theory
claims that inflation control is the most importaffective of monetary policy
because it fosters investment and growth. For ki€, inflation control should
be achieved primarily through contractionary mongegalicy, that is, high
interest rates. They should be supported by adhditipolicies, including fiscal
retrenchment, privatisations, trade, financial eaglital account liberalisation and

additional macroeconomic ‘reforms’ aiming to condate a specific
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(mainstream) development strategy. It was showneabuat this strategy is rarely

conducive to sustained growth, macroeconomic $tylbif pro-poor outcomes.

There is no question that high interest rates camaydecisive contribution for
the elimination of hyperinflation; they can alsointain very low inflation for

long periods. However, high interest rates arermgatible with pro-poor policies
because they stifle growth, transfer income torfagaand cancel out the potential

benefits of expansionary fiscal policy.

Both very low and very high inflation are inimidal pro-poor outcomes because
they are associated with low growth rates and ramyitand potentially regressive
distributive shifts. Low or moderate inflation ar®re easily compatible with
growth because they facilitate the adjustment latikes prices, support the
transfer of resources to more profitable sectard,assist the financing of
productive investment. However, this does not enghe achievement of pro-
poor goals. This section outlines monetary polithed can support inflation
stabilisation and pro-poor economic strategies,@mirasts them with CBI and
IT.

5.3.1 — Principles of Pro-Poor Anti-Inflation Pglic

Pro-poor anti-inflation policies support the govwaent’s pro-poor strategy by
helping the economy to avoid very low, very highrapidly accelerating
inflation. Following the principles outlined in g&m 5.1.3, pro-poor anti-inflation
policy needs to befficient sustainableandsupport the achievement of MDGs

In order to beefficient pro-poor monetary and anti-inflation policiesugq
government co-ordination and social co-operatiee @ection 5.3.3). To be
sustainablethey need to be internally consistent. Thesecigalishould aim at
clearly defined goals that are part of the govemiragro-poor strategy. These
goals should be mutually compatible, and they shbelachievable given the

available resources and policy instruments. Thdaba tools should be
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deployed consistently, that is, they should beaslgt to their stated goals, and
they should not generate unwarranted economicaditins or send contradictory
signals to the markets. In this way state polices best attract the co-operation
of private actors, including the workers, entrepras and civil society

organisation§®

Finally, pro-poor anti-inflation policies mustipport the achievement of MDGs
subject to the constraint of macroeconomic stgbiit a macroeconomic level,
these policies should help to maintain low interagts, low inflation, long-run
fiscal and balance of payments equilibrium and erge rate and financial
stability, including the minimisation of cycles ahdbbles. At a microeconomic
level, they should support the government’s indaispolicies through targeted
credit for priority sectors, the management ofd¢bentry’s capital controls, and
the regulation of private activity with a view tamering financial system support

for the government’s objectives.

These monetary policy goals are incompatible withmimal targets or anchors,
which would compromise the consistency of thesepmar strategies. This does
not deny the importance of low inflation for ecoriorstability. However, it does
mean that in the absence of a natural rate of uloyment and given the
democratic selection of a pro-poor strategy, loflation cannot be the only or the
most important government policy objectfdunless government actions clearly
focus on MDGs, their achievement will become insiegly unlikely. In this
framework, nominal indicators of economic stabibiffer benchmarks and
guidelines for government policy, but they are toaobe targeted.

8 See Sicst (2001, p.673).
8 See Forder (2003, p.12).
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5.3.2 — Policy Tools

The interest rates should not be saddled withwine abjectives of controlling
inflation and achieving balance of payments equi. It was shown in section
3.3 that this double role tends to raise the istera@es to excessively high levels,
and it can be destabilising. Section 5.2.4 has shbat, with the introduction of
capital controls, the interest rates will no longkry an essential role in the
stabilisation of the balance of payments. This da@smply that they are freely
available for inflation control, quite the contraMonetary policy should serve
broad pro-poor objectives, specifically the allomatof resources across different
sectors of the economy, the regulation of domestitcngs and investment and
real exchange rate stability. The interest rateg coatribute to demand control
but only exceptionally, if economic stability is paired.

Lower interest rates will support the expansiodahestic economic activities
and relieve the government budget through the temtuof interest payments on
the domestic public debt. They will release resesifor economic development
objectives through higher levels of public and ptevinvestment, supported, if
necessary, by the regulation of the financial systein turn, the rentiers will be
penalised directly through higher taxation, andraxtly through lower returns on
their financial investments. Attempts to evade ¢hestrictions through capital

flight should be penalised severély.

This change in the economic role of the interetgtsraalls for a different anti-
inflation policy architecture. This policy shoulé based on three main

% Argitis and Pitelis (2001, p.633) have shown tbater interest rates can raise the industrial
profit share, reduce production costs and inflaiad improve competitiveness. This less
restrictive economic environment promotes investimamoductivity and growth.
1 [M]ost successful development experiences weseciated with the subordination of finance
(through a variety of means) to the objectivesamfrmmic development’ (Chang and Grabel 2004,
p.184).
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instruments: fiscal policy, industrial policy (fproductivity growth), and social

co-operation through centralised bargaining.

It was shown in sections 5.2.2 and 5.2.3 that ffigohcy fulfils several critically
important roles in pro-poor development stratediesssists economic
stabilisation, supports public investment, crowdgprivate investment, supports
technological upgrading and employment generatiofepts and funds social
programmes, among other objectives. However, inrashwith interest rate
policy, fiscal policy isvertical: it can be easily targeted towards different sagto
social groups or areas of the economy, and its ¢padoth rapid and
unmediated. This makes it more powerful than maggdalicy and easier to
control. Its distributive implications are also radransparent. Therefore, the
fiscal policy stance can be adjusted with lessiBagmt implications for the
government’s pro-poor goals. For example, if adisontraction becomes
necessary, it could be either linear (as a chamg#erest rate would be) or it can
be concentrated on specific programmes or regibims.implications of the policy
change are transparent, which will facilitate tleendcratic debate about its
convenience and opportunity. In contrast, the nécomomic impact of monetary
policy changes is unclear, making targeting imgmesand debate less fruitful.
Finally, fiscal policy manipulation depends to ader extent on the degree of
financial market development, and it can be implet®@ more independently by

the government.

While fiscal policy calibrates the government’soef§ to control inflation,
centralised bargaining will address other poterstiairces of inflation through the
creation of solidaristic mechanisms of wage-settind the co-ordination of
conflicting demands on the national product (presgrmof course, that the
government is simultaneously addressing the quesfiasset distribution).
Finally, industrial policy will foster productivitgrowth, increasing the size of the
‘cake’ to be shared. Productivity growth is strgnghti-inflationary because it
can permanently defuse distributive conflicts av&tdr social co-operation (see

section 5.3.3). Other policy instruments may bealusesupport this policy triad,;
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for example, changes in tax policies, tariffs atiteotrade barriers, credit limits,
price controls (especially in public utilities irgtdes) and even — but only

marginally and temporarily — exchange rate policy.

5.3.3 — Policy Co-ordination and Social Co-operratio

Government policy co-ordination and social co-operaplay important roles in
the success of pro-poor anti-inflation policiesliffierent levels.

First, co-ordination between state institutiofi$his problem cannot be addressed
here. It will simply be assumed that it can be eedd through legislation, careful
choice of personnel and competent managementh{seeyver, the note about the

structural deficiencies in the state apparatusoof gountries in section 5.1.3).

Secondgo-ordination of economic policiel was shown in section 5.3.2 that
pro-poor anti-inflation programmes do not rely aresingle policy. Rather, they
require the co-ordinated deployment of a broadeasfgolicies, among them
fiscal, monetary, incomes, price, industrial andr@nge rate policies in order to
address the causes of inflation rather than itgosyms or propagation
mechanisms. Each of these policies contributesspeaific way to the
achievement of pro-poor goals and macroeconominlisga Combining a wide
variety of policies facilitates the involvementsufciety in the pursuit of low and
stable inflation. In the absence of a social commaitt to macroeconomic stability
governments will be forced to deploy blunt instruntsewith insufficient
information, possibly against unwilling social sast This will increase the cost

of inflation control and, in all likelihood, redutiee welfare of the majority.

Third, co-ordination between the state and other sociel®a This is more
complicated, and different types of incentives Wwél required to obtain the co-
operation of reluctant social groups. This is nipdy a question of pleading for
the idealism of the population, or hoping thatsk#less dedication of a few

individuals will deliver the required macroeconoroigtcomes. Legal, political
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and economic incentives should be deployed to wampliant behaviour and
punish deviant economic practices. At the same,taivéd society organisations
will mobilise in defence of their own interests ahe pro-poor objectives of the
government’s programme. Evidently, social co-openais more easily created
through the democratic involvement of the citizeneconomic policy-making

and the implementation and assessment of goverrpodioies®?

In sum, low inflation can be achieved at an acdaptaocial cost, but this requires
more than just controlling the supply of moneyawkjing up interest rates as
much as necessary to deliver arbitrary inflatiogé#s. Low and stable inflation is
the outcome of a social commitment to price stghthat is part of a pro-poor
policy compact. It cannot be delivered simply bytcal bank fiat. Co-operation
and co-ordination can foster an environment in Wisiaciety is committed to low
inflation, where economic behaviours are broadippatible with this objective,
and where government policy contributes decisiteligs achievement. They will
reduce the scope and the need for central banketimtary action, especially
arbitrary changes in interest rates that creatertaioty, deter investment,
generate unemployment, and impose obstacles tctlievement of MDGs (see
section 5.3.4). In a pro-poor policy framework Jatibn control is not the
province of one single government institutionsitai national objective,

supporting the achievement of MDGs.

5.3.4 — Inflation Targeting, CBIl and Pro-Poor Altilation Policy

In what follows, it will be argued that pro-pooragegies are incompatible with
the NMPC. In order to facilitate policy co-ordinatiand the mobilisation of

monetary and anti-inflation policy tools for thehgevement of MDGs, ITR

92 S]ocial co-operation and social consensus wdualde to be created by involving people in the
process itself: There is, of course, the experieficmme ... countries which have been
conspicuously successful with economic policies thBed on social consensus (Sweden,
Norway,Australia and Austria are the best examiplébis respect)’ (Philip Arestis, cited in Sicsu
2001, p.676); see also Arestis and Sawyer (2002).
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should beabandonedvhere they have been implemented, and central bank

independence must loartailed

From a pro-poor point of view the NMPC is eithezonsistent or misguided at
several levels. First, the NMPC is theoreticallgansistent, because there is no
guarantee that a single interest rate can simutastg deliver low inflation
(through demand control), low unemployment, exclearage stability, balance of

payments equilibrium and a sustainable fiscal posiisee section 3.3).

Second, the NMPC turns very low inflation maando growth and welfare
improvement — into the most important macroecongmiey objective This is
analytically untenable because the tail (inflatimwyvagging the dog (economic
growth and social welfare). This policy arrangemadabd reduces accountability in
the economy. The real goals of economic activieyteansferred to the market,
that is, beyond the scope of democratic debatenvention and monitoring. In

contrast, pro-poor policies focus directly on tesidableoutcomes

Third, inflation targets are incompatible with guoer goals because they (just
like any othemominal target) compel monetary policy to throtteanand
unthinkingly whenever inflation rises above an @y — and invariably very low
— target level. This strategy can maintain very iofAation, but only at a high cost
and at the expense of long-term equitable growththereal pro-poor targets in
MDGs. It was shown in sections 3 and 4 that I'ne&fficient (its economic and
social cost is too high), socially regressive @gters the concentration of income
and the transfer of power to finance) and macroeeocally unsustainable (it is

not conducive to long-term growth and it can triggibilisation traps).

Pro-poor anti-inflation policies do not simply irlve greater tolerance to inflation
with the expectation of achieving, in return, fas®P growth rates. Positing this
non-existing trade-off as if it were real (see mecR.2.1), for example, through
the argument that the IT should be ‘relaxed’, wdutdboth insufficient and

wrong. It would be wrong because it implicitly aptethe mainstream theory of
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inflation that informs the NMPC — it admits the Ire@onetary dichotomy, the
existence of a short-run Phillips curve, CBI anadroThis is unacceptable. It
would also be insufficient, because it would simg@plicate the shortcomings of
IT at a higher level of inflatioR® If implemented, this ‘limited surrender’ would
simply offer an easy target to attack, create fitffainertia and entrench high

inflation expectations.

It was shown in section 5.1.4 that nominal targetanchors are inimical to pro-
poor goals, and that governments committed to tgeats should not introduce
any specific policy constraint (such as maximunhatiin rates) that may create
the expectation of paralysis or policy reversa &ter stage. Volunteering
nominal limits to government programmes would offiear aims for those
negatively affected by the government’s pro-poaorres. It would tempt them

to confront the government, and simplify their destive task.

Pro-poor policies are also incompatiklgh CBI because, first, the central bank is
unable to control inflation on its own (there ismeal-monetary dichotomy, see
section 2.1). Second, the government should betaleunt on all available
instruments to achieve its pro-poor objectivesdigpand efficiently, while

seeking to preserve macroeconomic stability. Hptlgh CBI, monetary policy

lies outside the scope of central government peteking, policy co-ordination

becomes more difficult and social co-operation Wwdtome elusive:

% ‘One might perhaps hope for a modified independemaere the central bank is not expected to
target price stability exclusively, but rather edléw some other, more sophisticated, rule. The
design of such a rule is, however, all but impdssibhe circumstances of events like possible
financial collapse, government default [and] shaiptreased protectionist pressures ... are
unusual, if not unique, and an unavoidable elerogtite political, bringing uncertainty with it, is
present in them all ... To imagine that ideal poiill be the outcome of any particular
institutional structure in circumstances like theseptimistic; but to imagine that even good
policy can be determined by a rule in advance ofikng what the conditions are is much more
problematic still ... Difficult as it is to know moto construct institutions for reasonable polite
supposition that even acceptable policy will alwbgsachieved by aiming exclusively at the
maintenance of price stability verges on the abg&atder 2003, pp.17-18).
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Independent central banks are incompatible withqgiples of democratic
governance, particularly because monetary polisysugh profound

distributional and macroeconomic effetts.

In addition to this, conflicts between the govermirend the central bank will
increase the complexity, costs and delays of tbeppor programme

democratically selected by the citizens.

In order to achieve these social goals the ceb&mak needs to beccountableand
fully committedo the government’s strategy, controlling the ntangepolicy

tools with a view to delivering low interest ratetable exchange rates, minimum
unemployment levels and low and stable inflationisTis the bank’s contribution

to the achievement of MDGs:

Clear, transparent objectives for monetary policghould be established,
and central banks should work with the governmesichieve identified
developmental objectives ... Taking a page frorménaiberal book,
monetary policy should have targets. But insteacbotentrating on
inflation, monetary policy targets should comptiseader economic and
social welfare goals. In this connection, monefaoljcy targets can seek
to promote economic growth, employment and equadlite prevention of
high rates of inflation should be pursued onlyasas is consistent with

these broader goals.

Accountability to the public and commitment to demmadically-determined goals
are the keys to institutionalansparencyandcredibility within a pro-poor

strategy. These principles applyaib government institutions, not just the central

% Chang and Grabel (2004, p.183).
% Chang and Grabel (2004, p.187).
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bank. They are part of the framework of politicahtbcracy, and they are

essential building blocks for the construction obeomic democracy.
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Conclusion

IT and CBI are not merely technical matters, asmlaestream tends to believe.
This policy framework has profound implications fbe economy, society and
the political system. The alternative pro-poor ntanepolicy framework outlined
in this research paper also has implications aethieree levels. The choice
between them involves not only their internal cetesicy (which was
demonstrated for the pro-poor alternatives, butvshim be lacking in the case of
the NMPC). It also involves a choice between sigaiitly different economic,

social and political outcomes for each country.

The NMPC is flawed in two important senses. Fits§ based on an array of
doubtful assumptions about the economy, wild gdisataons from a very small
number of cases and overly optimistic expectatairmut the convergence of the
economy to a virtuous circle of growth and progpdhat tends to be elusive. In
spite of these deficiencies IT and CBI can contahlo inflation control, both
because governments will always set targets tlegthiklieve can be achievéd,
and because demand control through high intertes can reduce inflation
regardless of its causes, especially in an opencgoy. In this sense, the main
problem with conventional disinflation policiesclading the NMPC, is not that
they fail to achieve their stated aims. Rathes ihat they are blunt and
inefficient, grinding down inflation through longpods of high unemployment,
and reducing the economy’s growth potential ingheress. Second, the hyper-
vigilance against inflation associated with IT a8l tends to be incompatible
with rapid and equitable growth, and it is inimitaleconomic democracy

because it fosters the interests of finance atxipense of the majority of the

! In this sense, achieving a target may be a rédiecif good forecasting of the outturn which was
used in setting the target, rather than the ‘dis@por ‘purposefulness’ of the monetary
authorities, or the ‘correction’ of their theoreti@pproach to economic policy-making (see
Arestis and Sawyer 1998a).
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population. Moreover, these policy regimes creaséitutional rigidities that will

make it difficult to shift economic policies in thgture.

It is impossible to predict how these shortcomiwgkeventually pan out. They
will probably not appear either through a renewedtf inflation or through the
inability of IT and CBI to flush out residual inflan from the economy (which
was one of the symptoms of the failure of monetaiiis the eighties). The current
consensus will probably be abandoneddolitical reasons, especially because it
is excessively costly and locks countries into eetlgpment strategy that is
socially and economically regressivegardless of its ability to deliver low
inflation. In this case, there will be great demand forpoor and democratic

monetary policy alternatives.

This research paper does not offer a completelkegbout policy framework,
although it does offer a fairly comprehensive qug of the NMPC. Further work
is essential, because it will become possiblet&rvene in policy debates and
mobilise support much more effectively on the bas$isositivecontributions
rather than merely negative critiques. This is ety urgent because IT and
CBI have yet to survive a severe test — the ecom@emvironment since the late
eighties has been far too benign to impose a sedballenge to the ruling policy
paradigm. History shows that these favourable onstances will not last forever.
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Appendix A

Figure Al: Models of Central Bank Independence andinflation Targeting
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Figure A2: Inflation Control in the NMPC
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Table A1l — Inflation Targeting Regimes in 2003

FFIT EIT ITL
Australia Euro Area Albania
Brazil Japan Algeria
Canada Singapore Croatia
Chile Switzerland Dominican Republic
Colombia United States Guatemala
Czech Republic Honduras
Hungary Indonesia
Iceland Jamaica
Israel Kazakhstan
Mexico Mauritius
New Zealand Peru
Norway Philippines
Poland Romania
South Africa Russia
South Korea Slovakia
Sweden Slovenia
Thailand Sri Lanka
United Kingdom Uruguay

Venezuela

Source: Carare and Stone (2003). Stone and Bh{@@&) include Peru and the Philippines
among the FFIT countries, and Argentina, Egypt) Bad Turkey among the ITL countries; they
also claim that Honduras, Uruguay and Venezuel@&rbhange rate targeters rather than ITL.
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Appendix B

Box B1 — Classification of Countries

The information included in this paper is basedrendata provided by the World
Bank (2003). The World Bank supplies informatiommai208 countries and
economic areas. This paper excludes 56 small desrand regions with
populations below one million in 206%* seven countries and regions for which
there is insufficient dati’ and Puerto Rico (because of its close economic and

political links with the United States).

The remaining 144 countries were distributed imtelte groups on the basis of
their geographical position, income level and leeign growth rates:

* 21 Rich Countries (RICH): Australia, Austria, Belgium, Canada, Denmark,
Finland, France, Germany, Greece, Ireland, Italpad, Netherlands, New
Zealand, Norway, Portugal, Spain, Sweden, Switadrl&nited Kingdom and
United States. Data available for 1961-2001, exGgrtada (since 1966) and
Germany (since 1972).

e 14 Eastern European and Central Asian High Income Guntries (EECA-
HIGH): Belarus, Bulgaria, Croatia, Czech Republic, EstoHungary,
Latvia, Lithuania, Macedonia, Poland, Romania, Rysslovakia and

Slovenia. Data available for 1991-2001, except Buéyand Estonia (from

304 American Samoa, Andorra, Antigua and Barbuda, Arhamas, Bahrein, Barbados, Belize,
Bermuda, Bhutan, Brunei, Cape Verde, Cayman Is|aDdannel Islands, Comoros, Cyprus,
Djibouti, Dominica, Equatorial Guinea, Faeroe IslanFiji, French Polynesia, Greenland,
Grenada, Guam, Guyana, Iceland, Isle of Man, Kirithdechtenstein, Luxembourg, Macao,
Maldives, Malta, Marshall Islands, Mayotte, Micraieg Monaco, Netherlands Antilles, New
Caledonia, Northern Mariana Islands, Palau, Q&amoa, San Marino, Sao Tome and Principe,
Seychelles and Solomon Islands
395 Afghanistan, Bosnia and Herzegovina, Cuba, IraarfiNKorea, West Bank and Gaza and
Yugoslavia.
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1981), Hungary (from 1961), Latvia (from 1966), Rias(from 1990),
Slovakia (from 1985) and Slovenia (from 1992).

12 Eastern European and Central Asian Low Income Qantries (EECA-
LOW): Albania (1981-2001), Armenia (1991-2001), Azerdai{1993-2001),
Georgia (1966-2001), Kazakhstan (1990-2001), Kyri@gpublic (1987-
2001), Moldova (1990-2001), Mongolia (1982-20013jikistan (1986-2001),
Turkmenistan, Ukraine and Uzbekistan (1988-2001).

8 East Asian Fast Growth Countries (EA-FAST):China, Hong Kong,
Indonesia, Korea, Malaysia, Singapore, Thailand\Aetham. Data available
for 1961-2001, except Vietnam (from 1986).

4 East Asian Slow Growth Countries (EA-SLOW):Cambodia, Laos, Papua
New Guinea and Philippines. Data available for 12601, except Cambodia
(from 1988) and Laos (from 1985).

6 South Asian Countries (SASIA):Bangladesh, India, Myanmar, Nepal,
Pakistan and Sri Lanka. Data available for 19611200

12 Latin American High Income Countries (LA-HIGH): Argentina, Brazil,
Chile, Colombia, Costa Rica, Dominican Republic xMe, Panama,
Paraguay, Trinidad and Tobago, Uruguay and VenazDelta available for
1961-2001.

9 Latin American Low Income Countries (LA-LOW): Bolivia, Ecuador, El
Salvador, Guatemala, Haiti, Honduras, Jamaica,riigzea and Peru. Data
available for 1961-2001.
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* 5 Sub-Saharan African High Income Countries (SSA-HGH): Botswana,
Gabon, Mauritius, Namibia and South Africa. Dataikable for 1961-2001,

except Mauritius and Namibia (from 1981).

e 37 Sub-Saharan African Low Income Countries (SSA-L®): Angola,
Benin, Burkina Faso, Burundi, Cameroon, Centralo&fn Republic, Chad,
Congo D.R., Congo R., Cote d’lvoire, Eritrea, Ethag Gambia, Ghana,
Guinea, Guinea-Bissau, Kenya, Lesotho, Liberia, &dadcar, Malawi, Mali,
Mauritania, Mozambique, Niger, Nigeria, Rwanda, &g, Sierra Leone,
Somalia, Sudan, Swaziland, Tanzania, Togo, Ugafalapia and Zimbabwe.
Data available for 1961-2001, except Angola (frd®8@), Eritrea (from
1993), Ethiopia (from 1982), Gambia (from 1967),&a (from 1987),
Guinea-Bissau (from 1971), Mali (from 1968), Maanita and Mozambique
(from 1981), Swaziland (from 1971), Tanzania (frt@89) and Uganda (from
1983).

* 9 Middle-Eastern and North African Non-OPEC Countries (MENA-NO):
Egypt, Israel, Jordan, Lebanon, Morocco, Syria,iSianTurkey and Yemen.
Data available for 1961-2001, except Jordan (fr@6), Lebanon (from
1989), Tunisia (from 1962), Turkey (from 1969) areimen (from 1991).

* 7 Middle-Eastern and North African OPEC Countries (MENA-OIL):
Algeria, Iran, Kuwait, Libya, Oman, Saudi Arabiadddnited Arab Emirates.
Data available for 1961-2001, except Iran (from3)9Kuwait (1963-89 and
1993-2001), Libya (until 1987) and United Arab Eatés (1974-98).
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Box B2 — Economic Growth Rates

Table B2.1 and Figures B2.1-B2.6 show an unambigti@nd towards declining

per capita GDP growth rates in most countries duttre last four decades.

RICH: These countries generally show relatively highnghorates until
1973, and declining rates afterwards. Growth ratééew Zealand were
relatively slow and highly volatile between the msidties and the mid-
seventies, but they have converged to the genatirp since the early
eighties. Japan is another outlier, with very sgrgrowth rates until the early
seventies, and in the late eighties, but genedatyining growth rates
afterwards. Ireland shows a different pattern, 8ttlong growth rates during

the entire period, but rising since the late emghti

EECA-HIGH: Per capita GDP growth rates in these countriebngetvery
severely between the late eighties and the midtiemeout started rising
strongly subsequently. The most dramatic decling iwd.atvia, where per
capita GDP fell by 10.1 per cent in 1991, 34.1qmt in 1992, and 13.4 per
cent in 1993, but it started growing strongly aftée6 (the performance of
Estonia is similar). The mildest decline was indpal (followed by Slovenia),
where per capita GDP fell 7.3 per cent in 1991 fifs¢ year in the series), but

grew in every subsequent every year.

EECA-LOW: The pattern in these countries is similar to EEGI&H, but
the decline was more severe. Per capita GDP ingwetall 7.7 per cent in
1989, 15.0 per cent in 1990, 21.1 per cent in 19918 per cent in 1992, 29.1
per cent in 1993 and 10.2 per cent in 1994, bhastgrown steadily since
then. Armenia shows a similar but less severe necfollowed by Albania,

Moldova and Tajikistan, where per capita GDP turdidg at least 30 per cent
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in one single year. In all other countries per t@DP fell by at least 10 per

cent in one year, but all these economies lateyunetied.

EA-FAST: These countries show a very strong economic pegoce, but
growth has generally been volatile during the entigriod. China’s
performance has been consistently strong since, B8®Bvolatility has
declined especially since the early nineties. Claimé Vietnam were the only
countries spared the ravages of the Asian crisé @fflicted Indonesia
especially severely) and the collapse of the dotbabble at the turn of the
millenium (which penalised Singapore more than otogntries).

EA-SLOW: Performance in these countries has been highbtil@during
the entire period, especially in Papua New Guinkaresgrowth peaked at
15.2 per cent in 1993, but the country also hdddii years of negative
growth during the period under analysis. Growtthia Philippines has also
been disappointing, with a clear stop-and-go pat€ambodia and,

especially, Laos show a more promising patterncivhesembles EA-FAST.

SASIA: Growth has been moderate but highly volatile esthcountries,
especially in Myanmar and Nepal. The economic perémce of Pakistan has
deteriorated significantly during the ninetieseaftelatively strong growth
between the mid-seventies and the late eighties nifeties were relatively
good (though not especially good by East Asiandsteds) for Bangladesh,
India and Sri Lanka.

LA-HIGH: Some of these countries had an outstanding grperfiormance
until the early eighties, especially Brazil (wheer capita incomes have
almost stagnated afterwards) and Mexico (wheresiimed, albeit more
slowly, and with the exception of the crisis perindhe mid-nineties). The

Dominican Republic also grew strongly until thelgaighties and after the
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mid-nineties. Growth in Chile was also very straregween the mid-eighties
and the mid-nineties. In contrast, income growtls @idappointing or non-
existent in Argentina, Colombia, Paraguay and Vaaksg especially after the
early eighties. In the remaining countries (CostaRPanama, Trinidad and
Tobago and Uruguay) growth was volatile but gemggdsitive during the

entire period, in spite of a declining trend sitioe late seventies.

LA-LOW: The growth performance in these countries habeen especially
good. Incomes have virtually stagnated in most t@sisince the mid-
seventies, and growth has generally been volatiteng the entire period.

SSA-HIGH: Performance has not been especially strong iretbesntries.
Gabon grew exceptionally strongly in the mid-seienfup to 34.8 per centin
1974), but stagnated afterwards. Namibia and Safitba have barely grown
at all for many years. Only Botswana and Maurighew a steady growth

performance.

SSA-LOW: Growth performance in this region has been gelygoabr and
highly volatile. Several countries have been atflicby internal or external
conflict, or by HIV-AIDS, with severe implicatiorfer their economic
performance. Many of these countries are amongabeest in the world, and
their debt burden is often very high. There iseadly declining per capita
GDP growth trend throughout this period. Severaintoes show significant
declines in their income levels, e.g., Liberia, vehgrowth rates were strongly

negative every year between 1980 and 1995.
MENA-NO: These countries had a volatile and not espe@aibng growth

performance during the entire period, in particd@ardan, Lebanon, Morocco

and Syria. However, volatility seems to have dedlisignificantly since the
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late seventies. Income growth in Egypt and Turkay Ibeen especially strong

during this period.

« MENA-OIL: Growth in these countries has been extraordinaalstile, and
showing a declining trend (except in Kuwait) sitice early eighties. The
performance decline has been especially obvioddgearia and Lybia. The
eighties were a very poor decade for Saudi Arand, negative growth rates
(less severe and less volatile) were also thedwtlieg the nineties. The

Iranian economy stabilised and resumed (slow) dromthe early nineties.

Table B2.1: Average per capita GDP growth rates (%)

1961-1970 | 1971- | 1981- 1991-2001
1980 1990

RICH 4.3 2.6 2.0 1.8
EECA-HIGH 6.6 4.4 1.6 0.0
EECA-LOW 5.9 5.2 0.2 -3.3
EA-FAST 4.7 5.6 5.2 4.5
EA-SLOW 3.1 1.6 0.5 2.1
SASIA 1.8 1.1 2.4 3.3
LA-HIGH 2.5 3.0 -0.4 1.8
LA-LOW 1.8 1.3 -1.5 0.4
SSA-HIGH 5.3 6.1 15 1.7
SSA-LOW 15 0.7 -0.4 0.2
MENA-NO 2.7 4.9 -0.2 1.9
MENA-OIL 9.8 -1.3 -3.2 0.3
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Figure B2.1: Rich Countries: GDP per capita growthrate (%)

Figure B2.2: Eastemn Europe and Central Asia: GDP pr capita growth rate
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Figure B2.4: Latin America: GDP per capita growth rate (%)
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Figure B2.5: Sub-Saharan Africa: GDP per capita gravth rate
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Figure B2.6: Middle East and North Africa: GDP percapita growth rate (%)

20

154

10 1

=—=MENA-NO
A\

-10 1

-15

164




Box B3 — Inflation Rates

Table B3.1 and Figures B3.1-B3.6 indicate thaitibin has risen and later

declined in every single region during the lastadiss. Each region shows a

different pattern:

RICH: Inflation increased rapidly in most countries bedw the late sixties
and the mid-seventies, declined slightly in the kgventies, and then rose
again in the early eighties. Later, with the ‘Reagecession’ and the onset of
neoliberalism in most countries, inflation declirstdadily (except in Norway,
where there was a temporary spike in 2000). Ther@a indications that

inflation will rise significantly in these countgen the near future.

EECA-HIGH: These countries had negligible inflation until the eighties

or the early nineties. Inflation increased rapidlall countries in the context
of their transition to capitalism. In the Czech Rbelic, Hungary, Poland and
Slovakia inflation peaked below 60 per cent andrldeclined steadily, if not
rapidly, towards RICH levels. In Romania and Sloaghe peak was higher,
around 200 per cent. In Belarus, Croatia, Estdratyia, Lithuania,

Macedonia and Russia inflation followed a similattprn, but it peaked
around 1,000 per cent (or even higher) in the aangties. Finally, in

Bulgaria inflation reached 200 per cent in theyeanheties, declined, and then

exploded towards 1,000 per cent in 1997, fallingdiy afterwards.

EECA-LOW: The pattern of inflation in these countries wamsilgir to
EECA-HIGH, but the peaks were generally higheiGkorgia and the
Ukraine inflation reached 15,400 and 3,300 per,aespectively, in 1993,
and in Armenia 4,000 per cent the following yearall the other countries

peak inflation rates exceeded 800 per cent in &nky aineties, except in
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Albania and Mongolia, where inflation peaked at P80 cent. In all cases

inflation declined steadily in the late nineties.

EA-FAST: Inflation below 10 per cent is the rule, but twauntries
experienced high inflation, Indonesia (in the nadd late sixties) and
Vietnam (in the late eighties). In Korea inflatibavered between 20 and 35
per cent until the early eighties, but later desdirsignificantly. In the other
countries inflation temporarily peaked above 15qaet; in China this
happened in the mid-nineties, in Hong Kong in tadyeeighties, and in
Malaysia, Thailand and Singapore in the mid-seesnti

EA-SLOW: Most countries experienced bouts of high inflatsomce the mid-
eighties, in the same transition context as EE@QACambodia inflation
reached nearly 150 per cent in the early nineiiiesaos inflation exceeded
120 per cent at the turn of the millenium. In thllipines inflation exceeded
30 per cent in 1974, and 50 per cent in 1984, dtet declined well below 10
per cent. In Papua New Guinea inflation rates heaen erratic during the
entire period, but inflation seems to have setbleldw 15 per cent since the

mid-eighties.

SASIA: This is a low inflation region. Myanmar experied@xceptionally
high inflation rates, above 50 per cent, in 197 @flation in this country
has tended to exceed 20 per cent since the ldtdesigin Bangladesh
inflation reached 75 per cent in the mid-seventes subsequently declined
and it has not exceeded 10 per cent since theilgitties. In the other
countries inflation has been volatile, but it ordyely exceeds 20 per cent. It

has also declined steadily since the early nineties

LA-HIGH: This is traditionally a high inflation region. several countries

inflation hovered around 500 per cent for long pasi, especially Argentina

166



(1976, 1984-85 and 1989-90), Brazil (1988-94) ahde)1973-75). Inflation
exceeded 100 per cent in Mexico (in the late eggtiUruguay (1968, 1973,
and 1990-91) and Venezuela (in the late eightiesnaid-nineties). In the
other countries inflation rates were lower, but sticeeded 50 per cent in the
early seventies and/or the late eighties, exce@biombia, Panama and
Paraguay. Inflation has declined steadily in allrtoies, and rarely exceeded

10 per cent anywhere since the late nineties.

LA-LOW: Data available for 1961-2001. The pattern of tmdlain these
countries resembles LA-HIGH but in some cases & mare extreme, with
Bolivia, Nicaragua and Peru experiencing hypertidtaduring the eighties.

In the other countries inflation rarely exceeded&@cent until the first oil
shock. Inflation rates subsequently increased euseye, often reaching 30
per cent. Inflation declined afterwards, but insexhagain in the late eighties
and early nineties, peaking above 60 per centrimaldza and Haiti. Elsewhere,
inflation has rarely exceeded 30 per cent. Ecuadan exceptional case, with
low inflation generally, and episodes of deflatoturing most of the eighties
and, again, at the end of the century.

SSA-HIGH: These are low inflation countries, except Gabdmene inflation
has been exceptionally volatile, alternating betweeaks above 50 per cent
(in the early seventies) and repeated deflatioeprgodes. The other countries
followed a very similar pattern: inflation tendedinhcrease from below 5 per
cent to above 20 per cent in the mid-nineties,thad declined below 10 per

cent at the turn of the millenium.

SSA-LOW: These are normally low inflation countries. Comy&.
experienced hyperinflation in the mid-nineties, &mdjola and Liberia a few
years later. In the other countries, inflation tethdo increase between the late
sixties and the early nineties, and then to decgmn. In Ghana, Guinea-
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Bissau, Mozambique, Sierra Leone, Somalia, Sudganta, Zambia peak
inflation rates exceeded 100 per cent. Most otbhantries experienced peak
inflation rates above 30 per cent. Mauritania motable exception, with
inflation rarely exceeding 10 per cent. The onlymoy with a continuing

inflation problem into the new millenium is Zimbabw

« MENA-NO: This is a region of low inflation, especially indvbcco and
Tunisia. Israel and Lebanon experienced very hdation in the mid-
eighties and early nineties, but this problem vadesrleliminated; in Turkey
inflation continued to be a problem until the eridh@ decade. In all the other

countries inflation declined strongly during thedties.

*  MENA-OIL: All countries in this region experienced rapidbcalerating
inflation in the aftermath of the first oil shockd once again, in the early
nineties. Algeria and Iran had moderate inflatiates during most of the
nineties. Elsewhere, inflation rarely exceeded @0gent since the early
nineties and, in the UAE, inflation has been neadg-existent since the early

eighties.

Table B3.1: Average inflation, GDP deflator (annuaPbo)

1961-1970| 1971-1980 1981-1990 1991-2Q001
RICH 4.5 10.4 7.1 2.8
EECA-HIGH -0.7 1.7 4.3 137.4
EECA-LOW 0.7 1.0 1.0 485.1
EA-FAST 34.7 10.8 21.3 6.9
EA-SLOW 4.7 11.2 21.5 19.4
SASIA 3.9 12.3 10.3 10.3
LA-HIGH 14.2 47.1 134.0 58.6
LA-LOW 3.3 15.0 559.3 62.7
SSA-HIGH 3.1 14.3 11.1 7.5
SSA-LOW 4.8 12.1 20.8 150.8
MENA-NO 3.2 18.7 31.4 16.5
MENA-OIL 2.0 26.2 4.2 9.8
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Figure B3.1: Rich Countries: Average Inflation (%)
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Figure B3.3: East and South Asia: Average Inflation(%)
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Figure B3.4: Latin America: Average Inflation (%)

——LA-HIGH
——LA-LOW

1800
1600
12001

1400 1

1000 1

800

600
400
200

Figure B3.5: Sub-Saharan Africa: Average Inflation(%)
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Figure B3.6: Middle East and North Africa: Average Inflation (%)
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Box B4 — Inflation, Growth and Unemployment

There seems to b stable relationship between inflation, growth and

unemployment. While growth and unemployment aresist@ntly negatively

related (for obvious reasons), they seem to mostegendently of inflation.

A clear example of this lack of relationship is@ivby five RICH countries,
France, Ireland, Italy, the UK and the US, betw#880 and 2000 (when World
Bank data is available) (see Figures B4.1-B4.5).

In France, per capita GDP growth was low duringehtre period, especially
the early nineties. Unemployment consquently clichiteadily until 1994,
and only began to descend later in that decadgroagh picked up again. In
contrast, inflation declined steadily during theirenperiod.

In Ireland, per capita GDP growth increased redyduring the sample
period, starting from a very low base and reacleixtgaordinarily high 10 per
cent annual rates towards the end of the perioégnytoyment, that started
from a relatively high base, peaked at 17.1 pet icethe mid-eighties, but it
began to decline steadily in the early nineties, i@ached 4.7 per cent in
2000. Inflation fell until 1989, then increasedyblily but only touched above
5 per cent in 1998.

In Italy, GDP growth was stable but low, and unesgpient was also stable
but high during the entire period. In contrastlatibn declined almost every

year.

In the UK, economic growth was strong and stabknduthe eighties and

since the mid-nineties, but unemployment resporaidyg slightly. In contrast,
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inflation tumbled (in spite of a recrudescencehia éarly nineties). It has been

maintained well below 5 per cent since 1992.

* Economic growth in the US was stronger than inlKe although it showed a
similar pattern. Unemployment reacted more strorahyl declined steadily
especially since the early nineties. In contrastaiion fell in the early

eighties and has been under control ever since.

Several developing countries had similar experigifaaemployment was not
considered because data is less reliable thareideleloped countries). There is
no significant relationship between inflation andgtb in low growth countries
such as Benin, Cameroon, Central African Repulsicc @had, or in middle-
income countries such as Colombia, South Koreal&iadland (see Figures B4.6-
B4.12).

Figure B4.1: France: Inflation, GDPpc Growth and Uremployment
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Figure B4.2: Ireland: Inflation, GDPpc Growth and Unemployment
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Figure B4.3: Italy: Inflation, GDPpc Growth and Unemployment
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Figure B4.4: UK: Inflation, GDPpc Growth and Unemployment
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Figure B5.5: US: Inflation, GDPpc Growth and Unempbyment
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Figure B4.6a: Benin: GDP Per Capita Growth and Infation
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Figure B4.6b: Benin: GDP Per Capita Growth and Inflation
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Figure B4.7a: Cameroon: GDP Per Capita Growth andflation
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Figure B4.7b: Cameroon: GDP Per Capita Growth and mflation
256
20.01
*
15.0
*
10.0 *
* 3
— *
50 * * *e ¢
Lo 3 o . * ¢ *
TU A d \. - T T 2 u
-3.0 0 5.0 10.0 15.0 20.0 25D
5.0 . . .
*
*
*
41001 o
*
156
Figure B4.8a: Central African Republic: GDP Per Cajita Growth and Inflation
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Figure B4.8b: Central African Republic: GDP Per Capta Growth and Inflation
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Figure B4.9a: Chad: GDP Per Capita Growth and Inflgion
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Figure B4.9b: Chad: GDP Per Capita Growth and Inflaion
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Figure B4.10a: Colombia: GDP Per Capita Growth andnflation
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Figure B4.10b: Colombia: GDP Per Capita Growth andinflation

.®

A3

45.0

40.0

35.0

30.0

25.0

Do

150

10.0

5.0

6.0

8.0
4.0

201

0.0

qo

-2.0
-4.0
-6.0
-8.0

Figure B4.11a: South Korea: GDP Per Capita Growth ad Inflation
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Figure B4.11b: South Korea: GDP Per Capita Growth ad Inflation
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Figure B4.12a: Thailand: GDP Per Capita Growth andinflation
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Box B5 — Real Interest Rates and Distribution

Data on real interest rates (RIR) and Gini coedfits is available for 112
countries. A straightforward relationship betweeeit average RIR and their
latest available Gini coefficient shows a clearities relationship (see Figure
B5.1).

This relationship seems to be robust. If the sanspievided between high RIR
(above 10 per cent per annuhthedium RIR (5-9.9 per cent per annunhw
RIR (0-4.9 per cent per annufi@nd negative RIR countrika similar
relationship holds (see Figures B5.2-B5.5).

Conversely, the relationship also seems to holdggixin one case) if countries
are divided between high inequality (latest Ginpab45)° medium inequality
(Gini between 35 and 44%and low inequality countries (Gini below 34.93ee
Figures B5.6-B5.8).

! Armenia, Azerbaijan, Brazil, Cambodia, Cameroohij&; Colombia, Croatia, Ecuador, Gambia,
Georgia, Israel, Kyrgyzistan, Macedonia, Madagaddatdova, Mongolia, Mozambique,
Namibia, Nicaragua, Paraguay, Peru, Russia anduasug
2 Australia, Austria, Bangladesh, Belgium, BolivBurkina Faso, Central African Republic, Costa
Rica, Cote d’lvoire, Denmark, El Salvador, GermaByjnea, Honduras, India, Indonesia, Italy,
Jamaica, Jordan, Kenya, Latvia, Malawi, Mali, Mexibletherlands, New Zealand, Niger,
Norway, Panama, Papua New Guinea, PhilippinesnepRwanda, Senegal, Singapore, Slovakia,
Slovenia, Sweden, Tanzania, Thailand, Trinidad Bolohgo, Vietham and Yemen.
% Botswana, Burundi, Canada, China, Czech Repubijgpt, Ethiopia, Finland, France, Greece,
Guatemala, Hong Kong, Hungary, Japan, Korea, Uaesytho, Malaysia, Mauritania, Morocco,
Nepal, Portugal, South Africa, Spain, Sri Lankaa3iand, Switzerland, United Kingdom, United
States and Zimbabwe.
* Algeria, Belarus, Bulgaria, Estonia, Ghana, GuiBéssau, Lithuania, Nigeria, Sierra Leone,
Tajikistan, Tunisia, Uganda, Ukraine, Venezuela Zathbia.
® Botswana, Brazil, Burkina Faso, Cameroon, Ceritfatan Republic, Chile, Colombia, Costa
Rica, El Salvador, Ethiopia, Gambia, Guatemalan&aiBissau, Honduras, Lesotho, Madagascar,
Malawi, Malaysia, Mali, Mexico, Namibia, Nicaragudiger, Nigeria, Panama, Papua New
Guinea, Paraguay, Peru, Philippines, Russia, Rwaidea Leone, South Africa, Swaziland,
Venezuela, Zambia and Zimbabwe.
® Algeria, Armenia, Australia, Azerbaijan, Bolivi@ambodia, China, Cote d’lvoire, Ecuador,
Estonia, Georgia, Germany, Ghana, Greece, Guineag Hong, India, Israel, Italy, Jamaica,
Jordan, Kenya, Laos, Lithuania, Mauritania, Moldavimngolia, Morocco, Mozambique, Nepal,
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Figure B5.1: Average Real Interest Rate and Gini Gefficient
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Figure B5.2: Average Real Interest Rate and Gini Gefficient (High RIR
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Denmark, Egypt, Finland, France, Hungary, Indonekipan, Korea, Kyrgyzistan, Latvia,
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Switzerland, Tajikistan, Ukraine and Yemen.
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Figure B5.3: Average Real Interest Rate and Gini Gefficient (Medium RIR

Countries)
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Figure B5.4: Average Real Interest Rate and Gini Gefficient (Low RIR
Countries)
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Figure B5.6: Average Real Interest Rate and Gini Gefficient (High Inequality
Countries)
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