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This paper is based on a survey of monetary policies in selected Asian countries funded by the UNDP under its Regional Project on Macroeconomics of Poverty Reduction. It finds that while conservative monetary policy succeeded in keeping the inflation rate at a low level, economic growth remained subdued in all the case study countries in the past two decades. In other words, too low an inflation target seems to have created a “stabilisation trap” – a situation characterised by low inflation and insufficient growth for poverty reduction.
 Thus, this paper argues that while there is a danger that persistent high budget deficits and the consequent high inflation can damage an economy, the fear of such a situation cannot be the basis of public policy from the point of view of poverty reduction.  This conclusion is based on the following stylised facts in a large number of developing countries:

1. The relationship between inflation and economic growth is non-linear. That is, both too low and too high inflation can be harmful for economic growth; but moderate inflation and economic growth are positively related.

2. The direct effect of inflation on the poor is not straightforward. It depends on the sum of employment and real wage (income distribution) effects. Both too high and too low inflation can harm the poor.

3. Both average income of the poor and income distribution are adversely affected by aggregate demand (output/employment) variability. The average income of the poor fall and income distribution widens during the down-swing of the economy.  

4. The probability of moderate inflation to slip into a hyper-inflationary situation is extremely low. The upper limit of “moderate” inflation can be as high as 40%.

5. Countries with unsustainable budget deficits and hyper-inflation are outliers and experienced breakdowns of their political system and institutions as a result of a civil or external war or revolution. Examples include Iran and Nicaragua. 

This paper thus lays down SEVEN principles for the monetary authority.

First Principle

Too low an inflation target and zero budget deficits can be an over-kill.

Therefore, monetary policy should aim at both price and employment stabilisation, instead of solely targeting low inflation. This may mean tolerating “moderate” inflation.  
When the monetary policy is entrusted with two goals, it needs at least two independent instruments. While the central banks can use their traditional instrument of interest rate or monetary aggregates to achieve a moderate inflation target, directed (specialised) credits for employment-intensive sectors (e.g agriculture and SMEs) can be used for the employment target.

Second Principle

Stabilisation of indices such as the CPI or GDP deflator per se is of no interest. The aggregate indices can be stabilised with large fluctuations in relative prices. This may hide large increases in the prices of commodities that dominate the budget of the poor. 

Therefore, stabilise the price of such items as food, and other basic need items.

Third Principle

The stable average price level or inflation can be consistent with lower relative prices for labour intensive activities. This will encourage resource allocation away from labour intensive activities.
Therefore, monetary policy should offset such developments by favourable credit conditions for labour intensive activities.

Fourth Principle 

Unanticipated general inflation reduces welfare since it implies unpredictable variations in the relative prices of consumption at different dates. But this effect arises not due to inflation per se, but through the resulting fluctuation in real interest rates.

Therefore, stabilise relative prices rather than price indexes per se and the appropriate price targets are real interest rates – the relative prices of present and future consumption. This is particularly important for the poor who generally borrow to smooth consumption. 

Fifth Principle
As we have seen in the case of the Asian crisis, price stability was not a sufficient condition for financial stability. In particular, asset price inflation and associated excessive credit growth can occur against the backdrop of stable prices. Indeed, the risk of asset price inflation and excessive credit growth might even be heightened by falling or low inflation.

Therefore, the central banks must prevent asset price boom by restricting credit to real estate sector. 
Sixth Principle

If inflation is cost push type, e.g caused by a terms of trade shock, a monetary contraction to achieve price stability will cause a large decline in employment with serious implications for the poor. 

Therefore, do not apply monetary contraction to supply shocks. 

Seventh Principle
Central banks need to have some controls on capital flows. This will give central banks controls over monetary aggregates and hence monetary policy independence to keep real interest rates low, stabilise employment and keep inflation at a moderate level. 

� Argentina is an extreme example of an economy in a stabilisation trap. Throughout the 1980s, Argentina suffered from hyper-inflation when the average annual inflation rate was around 391% and the economy contracted by an average annual rate of nearly 1%.  The orthodox IMF stabilisation package succeeded in bringing the inflation rate down to a single-digit level averaging 1.5% annually, and the economy grew by an average annual rate of 6.7% during 1991-1997. However, the continuation of severe restrictive macroeconomic policies forced the economy into a deflationary spiral – the inflation rate dropped to –0.9% and –1.3% in 2000 and 2001 respectively. The economy contracted by –3.4% in 1999 and by –2.1% in 2000. The “stabilisation trap” caused the unemployment rate to rise from 6.5% in 1991 to 17.5% in 1996. Consequently, the poverty rate (head-count ratio) rose from 21.8% in 1993 to 34.3% in 2002, and the Gini coefficient from 0.45 to 0.49. Tobin (1987) highlighted the danger of too much emphasis on inflation control long before the Argentine collapse.





