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I. Introduction 

There is now a consensus that economic growth is a dominant determinant of poverty. That is, poverty reduction requires sustained economic growth significantly above the population growth so that per capita income continues to rise. Economic growth raises mean income and reduces the proportion of the population living below any absolute poverty line. It is generally believed that growth that is distribution neutral has a greater impact on poverty reduction than growth that generates inequality. This follows from the understanding that any increase in the national ‘pie’ (Gross Domestic Product) is likely to benefit the poor more if their share in GDP is larger. On the other hand, if income distribution becomes more skewed towards the rich with economic growth, “incomes of as many or more people may be below the poverty line even though the poverty line falls to a lower point in the distribution”.
 Similarly, non-inflationary economic growth is likely to benefit the poor more than the economic growth that accompanies inflation, simply because inflation reduces purchasing power. 

Thus, to the extent that monetary policy contributes to growth and price stability, it has a role in poverty reduction. However, there remains considerable controversy with regard to an appropriate stance for and target of monetary policy in the long- and short-run or at different points in the economic (business) cycle. The controversy arises from the complexity and uncertainty of underlying (a) long-run inflation growth, and (b) inflation-inequality relationships. Further complications arise from the possible trade-off between price and output (employment) stabilisation. Monetary policy aimed at price stability in the face of shocks (either demand or supply) causes greater output (employment) variability. This increases the vulnerability of workers whose income is just above the poverty line. If price stability does not produce economic (and employment) recovery quickly enough, then labour market dynamics may condemn a large number of vulnerable people to long-term unemployment and trap them in poverty.

While early development economists, mainly of Keynesian persuasion, believed that money could promote long-term growth through inflationary financing, neoclassical economists believe that money is neutral in the long run. The neo-liberal view, entrenched in international financial institutions and multilateral lending agencies (e.g. the International Monetary Fund, the World Bank), is that expansionary monetary policy in the long run leads to accelerating inflation. This retards economic growth and ultimately hurts the poor, whom the expansionary policy aims to help in the first place. It has now become an orthodoxy that monetary policy should aim to control inflation only, and an independent central bank free from political interference can do the job best.

However, empirical evidence shows that the orthodoxy is based on a handful of cases of extreme inflation and low or negative economic growth. Furthermore, conservative monetary policy under IMF/World Bank adjustment programs since the early 1980s has failed to ignite rapid economic growth except when stabilisation occurred in a hyperinflationary situation. There has been very little progress in the world poverty level during the last two decades, and in many places, poverty has worsened.
 Empirical studies of the inflation-growth relationship show that both very low and high inflation can be inimical to economic growth, and moderate inflation rates may be necessary to grease the wheels of an economy.
 While inflation needs to be kept under control, as the recent experience of Argentina shows, too much emphasis on a very low inflation rate may push an economy into what may be described as a ‘stabilisation trap’ that exacerbates poverty.
 

In light of the above, this paper seeks to critically evaluate the current monetary policy stance of nine case study countries, and provide a framework for monetary policy for poverty reduction. The paper begins with an assessment of the current monetary policy of the case study countries. Section III provides a critical review of both theoretical and empirical literature on the channels through which monetary policy can affect poverty. Section IV reflects on issues pertaining to central bank independence, such as a potential contradiction between democratic governance and technocratic insulation of an institution in charge of monetary policy, and the political economy of the choice of weights between employment and price stabilisation for social welfare. Summary and policy recommendations are presented in Section V.

II. Monetary policy and the evidence of a ‘stabilisation trap’
The monetary policy stance in the case study countries can be characterised as largely restrictive. As seen in Figure 1, all three indicators of monetary policy (growth of domestic credit, growth of base money and growth of broad or quasi money) have declined considerably during the later half of the 1990s. However, there has been some relaxation of monetary policy in Cambodia and China in the wake of the Asian financial crisis. Indonesia tightened its monetary policy significantly after allowing monetary aggregates and domestic credit to expand to cushion the effect of the crisis. This has resulted in the drop of domestic credit growth from 53 per cent in 1998 to 21 per cent in 1999. Although these countries (except Mongolia) did not experience hyperinflation as Latin America did, the fear of inflation remains dominant. This has been reinforced by the orthodox policy framework of the multilateral lending agencies that regards inflation rates of over 5 per cent as detrimental to economic growth. For example, Indonesia was required by its Letter of Intent signed with the IMF to have a medium term inflation target between 3 per cent and 5 per cent.

Figure 1: Indicators of monetary policy – growth of domestic credit, base money and quasi-money.
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Figure 2b: Inflation-Growth (1990-1998)
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Figure 2c: Inflation-Growth (1980-1998)
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The tighter monetary policy has largely succeeded in lowering inflation (measured by the Consumer Price Index or CPI). In Mongolia, the inflation rate declined from its peak of 87.6 per cent in 1994 to 8 per cent in 2001. Likewise in Indonesia, the inflation rate that shot to nearly 58 per cent at the height of financial crisis in 1998 dropped to around 11 per cent in 2002. Inflation in other case study countries remained below 5 per cent during 2000-2002. What is disturbing however is that a number of countries experienced deflation. For example, in China, the CPI declined in two consecutive years – 1998 and 1999. Viet Nam, too, had deflation in 2000 and 2001, and Cambodia in 2001. This raises the question whether monetary policy in these countries has been excessively contractionary due to an overzealous emphasis on a low inflation target. 

The case studies do raise concerns about overemphasis on a low inflation target and its likely adverse effect on economic recovery. This is highlighted in the following select quotations from the country reports:

While lower inflation…is a positive indicator…a near-zero inflation rate may be symptomatic of demand deficiency leading to capacity underutilization…Targeting for a too-low inflation rate…can sometimes result in overkill. Production contraction can happen if prices are not flexible downward, which may be the case not only for industrial production, but also for many subsistence-type activities where the price…may be determined somewhat inflexibly like the so called subsistence wage...Yet another problem with pushing inflation too low is that it will make it difficult to bring about the large relative price changes that the structural adjustment policies aim at. (Bangladesh Report, p. 38).

The point is not that the authority has to fight inflation at any price and to only value deflationary policy. Rather, it has to face the tough question of how far to go with fighting inflation, knowing that with ongoing deflation an economy might face greater risk of entering into the chain of rising unemployment, falling demand, and reduction in the level of national income…This restricted policy should not be seen as the only way out, without flexibility. The inflation rate…has remained low since 1995. We can even say that it is too low, showing a deflationary trend throughout the period from mid 1999 to 2001…Different studies provide that the threshold inflation for developing countries that maximize output is about 10 per cent to 15 per cent. Indeed a double-digit inflation like 15 per cent might not be good for Cambodia…But, the targeted inflation of about 4 per cent…seems to be low if the aim is to create employment and economic growth. (Cambodia Report, pp. 48, 60-61).

In the current context, one of China’s important challenges appears to lie in counteracting deflationary pressures and sustaining rapid economic growth rather than combating inflation...Persistent deflation may have serious adverse effects on China’s economic growth and poverty reduction prospects. (China Report, p. 72).

Policymakers continue to adhere to tight IMF-prescribed fiscal and monetary targets in order to achieve single-digit inflation rates…Meanwhile, domestic consumption, not private investment, is supporting growth. But clearly this is not sustainable…High interest rates [needed for a low inflation target] are an impediment to growth in circumstances such as Indonesia’s, where the corporate sector is heavily indebted.  (Indonesia Report, pp. 15, 19)

These concerns are not unfounded, as years of low inflation rates have failed to ignite economic growth high enough to make any dent in poverty. Bangladesh, which has been on the IMF/World Bank programs since the early 1980s, could only manage to grow at an average rate of 4.5 per cent during the 1987-2002 period when annual inflation rates averaged 5.5 per cent. The average annual economic growth of Nepal during the 1990s was 4.4 per cent, while Mongolia recorded average annual growth of –0.21 per cent, despite their success in combating the inflationary spiral. In Indonesia, the average annual growth rate remained fragile at around 3.5 per cent since the crisis. Thus, it seems that the excessively conservative monetary policy stance has pushed these countries into a ‘stabilisation trap’ which can seriously hamper economic growth and hence their poverty reduction efforts. 

Therefore, all country reports recommend an expansionary monetary policy to facilitate fiscal stimulus, infrastructure investment and to foster small and medium enterprise (SME) growth. The Bangladesh report states that macroeconomic policy should aim at softening physical infrastructure and access to credit constraints (p. 33). The China report (p. 78) concludes, “In line with ‘pro-poor’ monetary policy approach, additional money supply could be used more actively to support small and medium sized financial institutions, which may be more suitable … in addressing the credit needs of the private sector and small and medium-sized enterprises. Also, the central bank could increase its lending support to the development of rural cooperative financial organizations,” (p. 78). Similarly, the Indonesia report highlights the need for economic policies to foster agricultural and SME growth since the livelihoods of majority of the poor are tied to agriculture and SMEs. It recommends improved SME access to the capital market, and redirection of resources from large corporations. The Indonesia report maintains that bank recapitalisation and bailing out through public funds and the sale of public assets are unfair from the point of view of income distribution. These resources should be utilised in public infrastructure investment and to help SMEs. The Cambodia report provides detailed empirical evidence to refute the arguments that an expansionary monetary-fiscal policy mix soon comes up against supply constraints and hence leads to inflation. In Cambodia underemployment is endemic, while land generally remains underutilised. The industrial sector operates below capacity and the country suffers from poor infrastructure. The report finds no evidence that public investment crowds out private investment. 

The discussion in the following section reveals that these recommendations have a sound theoretical basis and are supported by evidence covering more than two decades. 

III. Monetary policy and poverty – theories and evidence

The channels through which monetary policy can affect poverty are: long-run economic growth, short-run output stabilisation and income distribution. Since monetary growth and inflation are positively linked in most cases, money’s role in poverty reduction will be examined by looking at the inflation-growth relationship, short-run trade-offs between output and price stabilisation and the inflation-inequality relationship. 

Money in the long run: Does inflation harm economic growth?

Milton Friedman (1973, p. 41) highlighted uncertainty about the inflation-growth relationship: “Historically, all possible combinations have occurred: inflation with and without [economic] development, no inflation with and without [economic] development.”  The evidence shows that many countries grew at respectable rates even when inflation ranged between 15 per cent and 20 per cent. One of the dynamic East Asian economies, Republic of Korea, grew by more than 8 per cent in the 1960s and 1970s when average inflation rates were around 17.5 per cent and 16.5 per cent, respectively.

Early development economists believed that growth was not constrained by savings, but by investment. Monetary expansion creates inflation that, according to them, generates ‘forced’ savings to match the required investment for the desired growth. There are at least two channels through which this can happen. First, inflation redistributes income from wage-earners whose marginal propensity to consume is high, to profit-earners with a higher marginal propensity to save (Kalecki, 1976; Kaldor, 1956-6; Robinson, 1962).
 Second, inflation forces people to hold more money in order to maintain their real balances, and thereby transfers resources to the government, so that inflation acts like a tax (Bailey, 1956; Mundell, 1965, 1971; Kalecki, 1976). These two channels work through raising the volume of savings. Tobin (1965) modelled an alternative channel that depends on the substitution in the portfolio of savings. Here, monetary expansion and hence inflation reduces the real value of financial assets vis-à-vis physical assets, inducing wealth holders to shift their portfolio of savings from financial investments to investments in plants and equipment. As a result, the capital intensity of production rises, which raises the growth rate. With accelerated growth of income, there will be a rise in savings that finances further growth. Thus growth becomes self-financing. The policy prescription that follows has two main features: high inflation, and control of interest rates. The combination produces a low real interest rate, which is expected to encourage investment, and at the same time forces people to save more, as the income effect dominates the substitution effect. 
  

However, as in many developing countries, the combination of high inflation and low interest rates may produce a very low real interest rate (or at the extreme, a negative real rate, referred to as financial repression). In a financially repressed economy, the substitution effect can dominate the income effect of interest rates as the rate of return on savings is too discouraging. On the other hand, the high and variable inflation rates have the potential to raise the cost and riskiness of productive investment. This may induce the private sector to invest in quick-yielding financial assets rather than in longer-term projects, or in unproductive real assets such as real estate or gold. This may produce results contrary to Tobin’s model.
  Additionally, high inflation can force governments to impose various price controls. This can generate ‘rent-seeking’ and directly unproductive activities. At the same time, there is no guarantee that the resources transferred to the government through inflation tax will be invested productively. Finally, in an open economy with inflexible or sluggish exchange rates, if the domestic inflation rate exceeds the inflation of the trading partners, the balance of payments will worsen. This will make the foreign exchange constraint more severe than the savings constraint. The situation can become worse when hyperinflation induces capital flight in anticipation of devaluation.
  

The opposing school, therefore, prescribes control of inflation and deregulation of interest rates, known as financial liberalisation. It sees money stabilising price rather than output. Money, by stabilising price levels and maintaining low inflation creates investor confidence. At the same time, financial liberalisation encourages saving as the real rate of interest turns positive. The lacklustre growth performance of most developing countries and the high inflationary experience in the 1970s and the 1980s gave much credence to the financial liberalisation view. The experience of fast-growing East and South-East Asian economies contributed to its ascendancy. Control of inflation at very low levels, and financial liberalisation, have become the two pillars of the IMF/World Bank policy package. But the failure of this orthodoxy to reignite growth, especially in crisis-hit South-East Asia, has led to the re-examination of links between economic growth and inflation. 

Figure 2 presents the scatter plots of average annual inflation rates and average annual growth rates in 141 developing countries during 1980-1998. As can be seen, the negative relationship between inflation and growth is influenced by extreme values, by outlying countries having exceptionally high inflation rates. This is consistent with the findings of Bruno and Easterly, who examined inflation-growth data for the period 1961-1994. In the words of Bruno and Easterly (1998, p. 5), “the correlation loses significance with the omission of single observation – Nicaragua, which had hyper-inflation and negative growth in the 1980s … More generally, significance and sign of the cross-section correlation depends on the inclusion of the countries with high inflation crises – the above 40% episodes…”.
 They also observed, “the significance of the negative growth during 20-40% inflation vanishes if a single extreme annual observation is omitted – Iran in 1980” (Bruno and Easterly, 1998, p. 15). Easterly (2003) reported similar findings and regarded inflation rates below 35% as “moderate”. 

A later study of modern hyper- and high inflations by Fischer, Sahay and Vegh (2002) reported similar findings. This study categorised inflation rates over 100 per cent as “very high”, between 50 per cent and 100 per cent as “high” and between 25 per cent and 50 per cent as “moderate to high”. It found that real GDP per capita fell on average by 1.6 per cent per annum during very high inflation episodes (average 739 per cent), but rose by 1.4 per cent during years of low inflation (average 22.4 per cent). A similar pattern was found for private consumption per capita and investment growth per capita. They also found that current account and fiscal deficits worsened during high inflation.
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Source: World Development Indicators
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              Figure 3 plots average inflation and growth rates over four decades (1960-2000) for 141 countries. Two interesting features emerge. First, the inflation-growth relationship was negative in the period 1960-1979. But the 1970s was an exceptional period characterised by stagflation caused by two oil price shocks.
  We can get a better understanding of the inflation-growth relationship from the figures in the later periods when the relationship became non-linear – first positive and then negative in the later period of 1980-2000. This confirms the uncertain nature of the inflation-growth relationship. Second, the variation in growth rates between the two time periods is much larger at times of both low and high inflation. That is, both high and low inflation rates can be destabilising, and hence, harmful to the poor.
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Finally, as the multi-country scatter diagrams in Figure 4 show, the claim of the orthodox school that inflation harms the poor breaks down when one considers an inflation rate in the range of 5 - 20 per cent. Consistent with the aggregate inflation-growth relationship, the negative relationship between inflation and the income of the poor is based on a few cases of extreme inflation. 
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         Figure 5 plots the annual average inflation and real GDP growth rates for the case study countries. Consistent with the international evidence as summarised in Figures 2 & 3, no clear-cut relationship between inflation and economic growth in these countries can be gleaned. If there is any relationship between inflation and economic growth, it seems that the relationship is positive, except in the cases where inflation rates are excessive (e.g., Indonesia in the early 1970s and during the 1997-1998 crisis, and Mongolia in the early 1990s). Interestingly, Indonesia grew at an average rate of 7 per cent during the 1970s and the 1980s when the inflation rate averaged 17 per cent. Surprisingly, Viet Nam grew at an annual average rate of 4.6 per cent during the period 1980-1990 when the annual inflation rate averaged 211 per cent. As inflation came down rapidly in the early 1990s, the growth rate rose to nearly 10 per cent. This is in line with the Bruno and Easterly (1998) study, which found rapid economic growth following successful stabilisation from hyperinflation. However, Viet Nam’s growth rate declined since the mid 1990s, despite a continued fall of the inflation rate.
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Figure 5: Inflation and economic growth

        Thus, while policy makers should guard against high inflation, a country may need moderate inflation to sustain economic growth. This understanding is essential when there is excess capacity and persistently high unemployment or underemployment. The fixation on a single-digit inflation target cannot be justified by fear of inflation getting out of control once it goes beyond, say, 10 per cent. Dornbusch and Fischer (1993) found that an inflation rate in the moderate range of 15 per cent to 30 per cent does not usually accelerate to extreme levels. Similarly Bruno and Easterly (1998) found the threshold inflation rate of 40 per cent at which the probability of the inflation rate accelerating rises significantly. Only in a handful of cases did inflation rates accelerate and output stagnate or decline, and these cases could be attributed to unusual circumstances (e.g., Iran or Nicaragua in the 1980s following dramatic falls of the regimes). 

In their more recent study, Fischer, Sahay and Vegh (2002, p. 841) noted that episodes of hyperinflation are “quite rare … still relatively rare [are] episodes of very high inflation, defined as inflations in excess of 100% per annum”. They also found that when the inflation rate is less than 25 per cent it is highly likely (a probability of 95.4 per cent) that it will stay in that range in the following years, and until inflation reaches the 200 per cent level, it is more likely to fall than rise. Fischer, Sahay and Vegh (2002, p. 845) concluded: “most of the time, in most countries, inflation is low”.  

Interestingly, Fischer et al. found that despite a very high association between money growth and inflation, the causality (in a Granger sense) in most cases does not run from money growth to inflation. Instead inflation was found to ‘Granger-cause’ money growth. Although they identified a budget deficit as a trigger factor for inflation (which causes money growth), “the relationship between the fiscal balance and inflation becomes significant for the high-inflation countries but does not for the low-inflation countries” (p. 854). According to them, “no obvious long- or short-run relationship between inflation and fiscal balance is found for the low-inflation countries or during the low-inflation episodes in the high-inflation countries” (p. 855). (Note that low inflation is defined as less than 25 per cent).  

In sum, there is no empirical basis to fear that a moderately expansionary monetary policy, required to support fiscal expansion for poverty reduction and to break the stabilisation trap, will lead to high inflation. More importantly, fear of excesses cannot be a basis for sound public policy.  

Money in the short run: Is there any output stabilisation role?

Having examined the inflation-growth relationship, we now examine the neo-liberal position on money’s role in short-run stabilisation in response to demand and supply shocks. The orthodox school, following Milton Friedman, holds the view that monetary policy should not be used to stabilise output. Rather, monetary policy should seek to stabilise the price level. This is consistent with the new classical view that there is no long-run trade-off between inflation and unemployment, and inflation is detrimental. Accordingly, money can best contribute to economic growth by stabilising the price level and maintaining a low inflation rate.

Demand Shock 

Whether monetary policy has any role in stabilising output hinges on, (a) to what extent developing countries are prone to demand shocks, and, (b) to what extent prices (product prices, exchange rates and interest rates) and wages are flexible. 

Contrary to the orthodox view, the components of aggregate demand are less stable in developing countries. First, the export base of developing countries is very narrow, so their export demand remains vulnerable to instability in the international market. This is true even for newly industrialising economies as evident from the growth slow-down in Singapore due to the decline in the world electronic market during 2000-2003. Second, in developing countries with a high incidence of absolute poverty, current income plays a dominant role in determining consumption expenditure. This makes consumption pro-cyclical, exacerbating the effects of any exogenous shock. The role of current income becomes more significant when underdeveloped credit markets create a liquidity constraint, which causes the short-run marginal propensity to consume to become larger than that implied by the permanent income or life cycle hypothesis. Finally, businesses, too, are more vulnerable to shocks to their cash flow as they mainly depend on their own finance.

Among the key prices, the exchange rate is generally less flexible in developing countries, because most of them follow a quasi-fixed exchange rate regime to prevent imported inflation and attract foreign capital inflows. Thus, demand shocks coming through the external sector cannot be absorbed by exchange rate adjustments. Even a flexible exchange rate regime may not succeed in cushioning an economy against adverse external demand shocks. If a country responds to a sudden fall in export demand by allowing its currency to depreciate significantly, soon its competitiveness will disappear through inflation due to its high import-dependence.
 Moreover, if the decline in external demand is widespread, affecting most countries, then depreciating currencies are likely to create a ‘beggar-thy-neighbour’ situation with no benefit for anyone but high inflation.

Therefore, adjustment to demand shocks has to happen by either output cuts or declines in prices and wages (or some combinations of both). As can be seen from Figure 6, the decline in output is larger in the case when price is rigid than when price falls in response to an adverse demand shock. It is generally believed that industrial product prices and wages are inflexible or sluggish downward. This follows from the less competitive nature of the industrial product market and more unionisation in the urban and industrial sectors vis-à-vis the agricultural and informal sectors. Therefore, adjustment in the industrial or formal sector happens by output cuts. This can have an adverse effect on employment and hence on the income of the low-skilled poor workers.
 



If the unemployed seek work in the more competitive agriculture and informal sectors, then wages in these sectors will decline. This may push wages below subsistence level with devastating effects on the material well-being of unskilled poor workers.
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Therefore, regardless of whether the adjustment happens through output or prices, falling aggregate demand will have serious implications for the poor. If the adjustment happens through cuts in output and employment, the first to lose their jobs are the unskilled and unorganised workers. On the other hand, if the adjustment happens through declines in wages, again the unorganised and unskilled workers would be forced to accept lower wages. Thus, the poor, unorganised workers are forced to choose between jobs and lower real wages. In either case, the average income of the poor is likely to drop when nominal GDP growth drops from its trend. Cross-country evidence, in Figure 7, shows that the average income of the poor is negatively related to aggregate demand variability. This negative relationship does not break down even when the outliers are omitted. Therefore, from the point of view of protecting the poor, monetary policy needs to stabilise output in the face of an adverse demand shock. 
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Supply Shock 

It is generally accepted that developing countries are more prone to supply shocks than demand shocks. This is due to their heavy dependence on agriculture and imported raw materials, and energy (oil). While alternating floods and droughts are almost regular phenomena affecting agriculture, declining terms of trade due to the rising prices of imported raw materials and energy adversely affect the industrial sector.
 

The choice between output and price stabilisation becomes starker in the case of a supply shock. This can be shown diagrammatically as below: 
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In panel A, the response to an adverse supply shock is an expansionary monetary policy to stabilise output at Q0, whereas in panel B, the response is a contractionary monetary policy to stabilise the price level at P0. When the response is an expansionary policy, the price level rises further to P2, causing higher inflation. On the other hand, when the objective is price stabilisation with a contractionary monetary policy, output declines further to Q2. That is, a price-stabilisation target leads to greater output variability.
 

Using Malaysian data, Domac (2001) has found that monetary tightening has a larger impact on SMEs than it does on large firms in both the persistence and variability of output.
 Output of the SME sector declines much more and SMEs remain depressed for longer after monetary contraction than is the case for large industries. The interest cost of servicing debts rises as monetary contraction causes declining demand. SMEs depend more on bank lending for their working capital than do large enterprises, which can rely on internal financing or raise funds from the capital market. So, tighter monetary policy causes disproportionate cash-flow problems for SMEs. These are exacerbated when SME access to bank lending declines due to the decline in the value of marketable collateral.
 Given the labour-intensive nature of SMEs, this is likely to have an adverse effect on the income of the poor and low-skilled workers. Thus, it is not a surprise that the cross-country evidence cited earlier (Figure 7), shows adverse impacts of output variability on the average income of the poor. 

 
When the concept of poverty is widened to include vulnerability, monetary policy needs to stabilise employment of the poor, regardless of the sources of the shocks. Policy makers must accept moderate inflation as a trade-off to protect the income of the poor. Moderately expansionary policies in the wake of a shock can prevent the vulnerable from becoming unemployed and falling into a poverty trap. Furthermore, if nominal wages are sticky downward due to either institutional reasons (e.g. minimum wage or union power) or their subsistence nature, the insistence on price stability or a very low inflation target is likely to raise real wages.
 This can have an adverse effect on employment and hence the income of the low skilled poor workers. This is consistent with the findings reported earlier (Figure 5) that moderate inflation does not adversely harm the average income of the poor. 

Inflation and income distribution

It is alleged that inflation disproportionately hurts the poor. There are at least two channels through which it can happen. First, since wage adjustments typically fall behind price rises, inflation reduces the real wage. Since most of the poor are wage earners, the share of the income of the poor in the national income declines vis-à-vis that of profit earners. Second, if there are any savings, the poor mostly hold them in money. Inflation reduces the real value of money holdings. If inflation is unanticipated, the poor will be harmed even more disproportionately, as they have a weaker bargaining power and are generally unable to hedge against inflation.
 

However, there are several counter arguments. First, if real wages decline due to inflation, then employment should rise, implying a short-run trade-off between inflation and unemployment. Therefore, the employment effect of inflation can outweigh the real wage effect on poverty. This is likely to be the case, as the inflation elasticity (real wage) of poverty is found to be significantly less than the output (employment) elasticity of poverty. For example, using pooled data from a cross section of 85 countries, Ghruha et al. (2002) have found that the inflation elasticity of the income of the poor was 0.03 as opposed to the output (employment) elasticity of 0.94. These estimates are similar to those found by Romer and Romer (1999). 

Second, the gain from an expansionary monetary policy will not be temporary if the inflation rate remains moderate. This is evident from the positive relationship between moderate inflation and economic growth as demonstrated earlier. These findings are consistent with the evidence presented in Figures 5 and 7.  
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Third, the poor have very limited financial assets; they are largely net financial debtors. Thus, inflation can benefit the poor by reducing the real value of their net debt. In contrast, lower inflation increases the real value of financial debt, and high interest rate policies aimed at bringing inflation down increase debt-servicing costs of the indebted poor, making them doubly disadvantaged. Indeed, studies have found that income distribution narrows during the expansionary phase and widens during the contractionary phase of a business cycle.
 Figure 9 presents the scatter plots of average inflation and inequality (measured by the Gini coefficient). Once again, we find that the claim of the adverse distributional effect of inflation is based on extreme inflationary cases. There seems to be no relation between inequality and inflation when the inflation rate ranges between 5 per cent and 15 per cent. On the other hand, inequality rises with the variability of nominal GDP growth. The evidence presented in Figures 9 and 10 vindicates the need for an output-stabilising monetary policy stance that allows for moderate inflation.

Summary: Does inflation affect the poor?

The above survey of empirical evidence and past studies shows that only extreme inflation adversely affects the poor. The average income of the poor declines when inflation is either very low or very high; moderate inflation was not found to affect the poor. However, average inflation can be moderate, yet the inflation rate of particular items that feature prominently in the consumption basket of the poor may be quite high. To reduce poverty, policy makers should monitor not only average inflation but also its components. Of particular importance is the price of food. The poor are vulnerable to food price rises even when overall inflation is moderate. As the experience of Indonesia shows, food price stabilisation contributed significantly to rapid poverty reduction.

Food price inflation is generally caused by supply shortages, due to supply shocks and/or market manipulation by unscrupulous traders. Monetary policy is not a very good instrument for controlling it. If the average inflation rate rises due to food price inflation then the application of a restrictive monetary policy can only worsen the condition of the poor by inducing contraction in other sectors. Food price stabilisation is complex. It requires a combination of legislation against hoarding and manipulation, and subsidies and market regulation through government that will have implications for fiscal balance and require support from monetary policy. 

IV. Central Bank independence and inflation-targeting

Despite its seemingly settled nature, the orthodox position on central bank independence remains a subject of debate.  As demonstrated above, too low an inflation target may be harmful for both economic growth and poverty reduction. Furthermore, the empirical evidence on the performance of independent central banks is still mixed.
 The conditions required for the success of an inflation-targeting approach include the lack of fiscal dominance and the absence of any other objectives. None of these conditions appears to hold in most developing countries. The revenue base of these countries is very low and their capital market is underdeveloped. This forces most developing countries to borrow from the central bank. These countries also have quasi-fixed exchange rate systems that are needed to prevent imported inflation and to attract short-term portfolio foreign capital. Thus, money supply responds to developments in the balance of payments.

Leaving aside technical arguments, a broader issue of democratic governance and technocratic insulation of institutions is at stake. Milton Friedman noted that “… money is too important to be left to the central bankers”.
 He elaborated his concerns as follows:

The political objections are perhaps more obvious than the economic ones. Is it really tolerable in a democracy to have so much power concentrated in a body free from any direct political control? … One economic defect of an independent central bank … is that it almost invariably involves dispersal of responsibility… Another defect … is the extent to which policy is … made highly dependent on personalities… A third technical defect is that an independent central bank will almost invariably give undue emphasis to the point of view of bankers… The defects I have outlined constitute a strong technical argument against an independent central bank. (Friedman, 1985, p. 8).
Stern and Stiglitz have made the point more succinctly:

The degree of independence of the central bank is an issue of the balance of power in a democratic society. The variables controlled by the central bank are of great importance and thus require democratic accountability. At the same time the central bank can act as a check on government irresponsibility. The most successful economies have developed institutional arrangements that afford the central bank considerable autonomy; but in which there is a check provided by public oversight, an oversight that ensures the broader national interest is taken into account in the final decisions. ( Stern and Stiglitz, 1996)
In this respect, it is worth highlighting the distinction between ‘goal independence’ and ‘instrument independence’.
 The former refers to the central bank's ability to set the inflation target independently of the government and the latter is its independence in the choice of instruments, and hence relates to the central bank's day-to-day operations. No central bank can be entirely independent of a democratic government although it can be entirely free in choosing its instruments. Several authors (e.g. Auerbach, 1985; Frey and Schneider 1981) have pointed out that even the Federal Reserve System and the Bundesbank, which are considered highly independent in practice, follow the monetary policy of their governments. “In general, central banks with inflation targets are directly accountable to the government. Regular testimony to the parliament and the publication of annual reports have been the main vehicles of this accountability” (Debelle et al., 1998, p. 6).
However, most developing countries are new democracies. Among our case study countries, Viet Nam and China are yet to make the transition to a system of democratic accountability. In such a situation, a central bank with both goal and instrument independence may choose a very low inflation target that can undermine a nascent democracy by delaying economic recovery. Furthermore, the argument that an elected government cannot be trusted with the responsibility of managing the economy goes against the principle of a representative democracy.

The above issues have become prominent in Indonesia as the new central bank law (enacted in 1999) grants Bank Indonesia (BI) both goal and instrument independence. This has caused open disputes between the BI and parliament on a number of occasions on the appropriateness of the monetary policy stance. The national planning agency (BAPPENAS) has also expressed concerns about the mismatch between the monetary policy stance of the BI and the fiscal policy of the government.
 

The Indonesia country report observes:

It is difficult to ease monetary policy and achieve some consistency between fiscal and monetary policies when the Bank of Indonesia (BI) remains relatively autonomous – and wedded to tight monetary policies. While BI should have autonomy in determining its policy instruments, its objectives should be subject to public discussion and oversight. By setting low inflation as its overriding objective, BI can compromise the achievement of other objectives, such as growth of income and employment generation, which most people value highly, in addition to price stability. (p. 19)
It is rather strange that under the current legislation of BI independence, neither the president nor the parliament can remove the governor of BI before the expiry of his or her tenure. This led to a much-publicised stand-off, when President Wahid wanted to remove the governor after he was indicted in a corruption case. The governor refused to resign even when the court found him guilty.

On the issue of inflation targeting and central bank independence, the Cambodia country report notes:


…a number of elements of the IMF policy package adopted in Cambodia are…biased 

against growth-inducing policy…The central bank is unable to lend money to the government…Anti-inflationary monetary policy thus places an important restriction on the potential for using fiscal policy as a means for inducing economic growth (p. 39).

Thus, if the central bank is to accept responsibility for price stability (and the stability in the external value of the national currency) it has to have operation autonomy and authority within the larger political system to discharge that responsibility. (Emphasis added). (p.54)

In sum, inflation targeting and central bank independence are not merely technical matters, as the orthodoxy wants us to believe. It is pertinent at this juncture to point to the observation made by a central bank insider, Guy Debelle:

An increase in the inflation aversion of the central bank, while always reducing inflation rate, may reduce welfare because of its adverse effects on output and government spending. The net welfare effect is shown to depend on the weights in the welfare functions of the fiscal authority and society. Thus, increasing the central bank's inflation aversion is not necessarily a free lunch. (1996, p.1).
Thus, the essence of inflation targeting is embedded in the so called social welfare function that includes both inflation and economic growth. As the preceding discussion shows, the high unemployment that is required to bring the inflation rate to a single digit level or to keep inflation rate in the range of 3 per cent to 5 per cent has significant and systematically regressive effects on the distribution of income. The poor fare worse when unemployment rises and persists, especially when there is no adequate safety net or social security system. At the same time, the real value of their net debt rises with falling inflation. Hence, the poor have reason to be more averse to unemployment and less averse to inflation than the elite in society. As the poor lack a voice and representation, the choice of weights for inflation and unemployment in the social welfare function raises an important issue of conflicts and the political economy of public policy (see Hibbs, 1976; Gramlich and Lauren, 1984 and Bowles, 1994).

Summary and policy recommendations

Money can play an important role in poverty reduction. However, the link between money and poverty reduction is a complex one. This is because money and inflation are positively correlated, but inflation can either promote or retard economic growth, which is essential for poverty reduction. Empirical evidence shows that both very low and high inflation is harmful for economic growth, but moderate inflation positively correlates with respectable growth rates. What constitutes moderate inflation can vary across time and countries. Cross-country studies indicate that moderate inflation lies in the range of 10 per cent to 30 per cent. Thus, a conservative monetary policy stance aimed at an inflation rate between 3 per cent and 5 per cent may run the danger of deflation, leading to a stabilisation trap. On the other hand, too lax an expansionary monetary policy may cause inflation to accelerate and harm economic growth. Fortunately, the upper range of moderate inflation and the threshold inflation rate beyond which it can become harmful to the poor is quite high, between 35 per cent and 40 per cent. 

There are further complications. First, the poverty reducing effect of growth depends on the nature of growth. If growth is capital- or skill-intensive, which causes inequality to rise, its impact on poverty reduction will be less than if growth is employment-intensive which lessens inequality. The experience of the ‘miracle’ economies of East and South-East Asia shows that poverty can be reduced rapidly through employment-intensive growth that reduces inequality.

Second, the impact of inflation on poverty and inequality can be either negative or positive. Inflation erodes the purchasing power of the current income; it also reduces the real value of financial debt. The net effect of inflation on poverty depends on the relative strength of income and wealth effects. Cross-country evidence reveals that inflation in the range of 10 per cent to 15 per cent does not adversely affect the average income of the poor. Moderate inflation is also found to stabilise employment. The employment and wealth effects on the average income of the poor are found to be pro-cyclical. Thus, excessive emphasis on a very low inflation target even in the face of negative output shocks implies that the poor do not have a voice in the policy making process.

In sum, the net effect of monetary policy on poverty reduction depends on a number of elasticities. The precise value of these elasticities is likely to vary from country to country and over time. However, the following four general principles for poverty reducing monetary policy can be laid down:

1. Recognise both price and output stabilisation roles. That is, avoid both too- conservative and too-expansionary monetary policies. Inflation in the range of 10 per cent to 15 per cent can be regarded as safe both from the point of view of avoiding a stabilisation trap and the harmful effects of an expansionary monetary policy. Monetary policy should have the twin objectives of employment creation and keeping inflation at a moderate level. Even when the inflation rate remains moderate, policy makers should monitor the inflation rates of items (in particular, food), which dominate the consumption basket of the poor. Monetary policy should support the fiscal authority in stabilising the prices of food and essential items. 

2. Achieve consistency with the fiscal policy stance. Safe expansionary monetary policy within the above guidelines will allow governments to borrow from the central bank to finance employment-intensive public infrastructure investment programs. This can create and stabilise employment without putting pressure on interest rates. Private investment is unlikely to be crowded out; rather, both domestic and foreign investment will be encouraged by demand growth and the benefits of an improved physical infrastructure. This means demand expansions will be matched by expansions of supply. Thus, well-coordinated expansionary monetary and fiscal policies can keep inflation within safe limits and promote growth.

3. Develop directed credit programs for employment-intensive small and medium enterprises, agriculture and rural industries. This is essential because they are more dependent on bank credits than larger enterprises, which have better access to capital markets. Even when overall credit growth needs to be restrained, directed credit to SMEs and rural-agricultural sectors must be maintained to avoid asymmetric adverse impacts on employment. This will protect the income of the poor and offset the likely adverse impacts of cyclical downturns on inequality.

4. Central banks should be given autonomy to choose and implement the instruments of monetary policy within the overall economic objectives dictated by the poverty reduction strategy of the government. This means a participatory policy making process so that the trade-off parameter between inflation and unemployment reflects the concerns of the poor, and not of the elite or multilateral agencies.

The above policies are internally consistent. For example, when monetary policy is assigned to two objectives – employment creation and maintaining moderate inflation – it needs at least two independent instruments according to the Tinbergen rule.
 While central banks can use the traditional instrument of interest rates (or such instruments as reserve requirements) assigned to keep inflation at a moderate level, specialised credit regulation can be a second instrument directed to employment creation. 

Of course, specialised and directed credit programs create distortions in the financial market and are prone to rent-seeking activities. However, the cost of distortions must be weighed against the cost of market imperfections in the financial sector. Quite often it is found that in the countries that have abandoned specialised credit programs as part of financial sector reforms, there has been a massive shift of resources from the rural and small scale sectors to urban and commercial activities
. This had adverse effects on GDP as well as poverty. One recent study of Ecuador (Jaramillo and Schiantarelli 1996) found that directed credit programs accounted for approximately 50 per cent of the total credit in the economy in 1984 and thus substantially compensated for the inability of the financial system to generate funds for investment. This explained why total credit in the economy rose during the 1970s and the early 1980s, and peaked (reaching 23 per cent of GDP) in 1983 despite financial repression.
    

Central banks can consider a number of options in designing specialised credit programs. In India, for example, all banks (public and private) are required to lend at least 40 per cent of their net credit to the ‘priority sector’.  If banks fail to do so, they must lend to specific government agencies at a very low interest rate as a penalty. Studies by Banerjee and Duflo (2004) found that most banks complied with the regulation and the program contributed significantly to expansion in agriculture and small scale industries.

Alternatively, the central banks can use some carrot-and-stick measures by combining Indian-type penalties with incentives such as asset-based reserve requirements, support for pooling and underwriting small loans, or utilising the discount window in support of employment-generating investments (see Pollin, 1993, 1995, 1998). As Epstein (2002) observed, asset-based reserve requirements are an effective tool for creating incentives for banks to invest in socially productive assets. For example, based on well-researched findings of employment elasticities, central banks would list a set of employment- generating investments, and a lower reserve requirement would apply for the deposits invested in these activities than the deposits invested in speculation or Treasury Bills. Central banks can also take steps to create liquidity and risk-sharing institutions for loans to small businesses with potential to generate employment but do not have adequate access to the credit market. For example, central banks can provide financial and administrative support for asset-backed securities, which would take loans to small businesses, and for other employment-intensive activities. Central banks can bundle these investments and sell them as securities on the open market. Finally, central banks can open special discount windows to offer credit, guarantee or discount facilities to institutions that are on-lending to firms and cooperatives, engaged in employment intensive activities.
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Figure 6: Adjustments to demand shocks	





Figure 8: Adjustment to supply shocks





Source: Islam, 2003











AD1





AD0





AS





Y





Y0





Y1





Y2





P1





P0





P





Source: as in Figure 4





Source: as in Figure 4





Source: as in Figure 4





Figure 4b: The Income of the Poor and Average Inflation Excluding Outliers





Figure 4a: Income of the poor and average inflation








� Blank and Blinder (1986, p. 181). However, Srinivasan (2001, p. 4) notes “there are in theory no ‘deep’ … parameters to be found empirically in the data, inexorably linking growth with [poverty and inequality]”.


� In sombre words, recently retired World Bank president James Wolfensohn acknowledged, “…if we take a closer look, we see something else – something alarming. In developing countries, excluding China, at least 100 million more people are living in poverty today than a decade ago. And the gap between rich and poor yawns wider.” Easterly (2001) called the 1980s and 1990s “the lost decades”. Also see Rodrik (1998).


� For a brief survey of studies of inflation-growth relationship, see UNSFIR (2002) by Chowdhury, Siregar. 


� See Stiglitz (2002). Tobin (1987) highlighted the danger of over-emphasis on inflation control long before the Argentine collapse. Through the 1980s, Argentina suffered hyperinflation. Average annual inflation was around 391 per cent and the economy contracted by an average annual rate of nearly one per cent. The orthodox IMF stabilisation package brought inflation down to single digit level averaging 1.5 per cent annually, and the economy grew by an average annual rate of 6.7 per cent during 1991-1997. But severe restrictive macroeconomic policies forced a deflationary spiral. Inflation dropped to –0.9 per cent and –1.3 per cent in 2000 and 2001 respectively. The economy contracted by –3.4 per cent in 1999 and –2.1 per cent in 2000. The ‘stabilisation trap’ increased unemployment from 6.5 per cent in 1991 to 17.5 per cent in 1996. Consequently, the poverty rate (head-count ratio) rose from 21.8 per cent in 1993 to 34.3 per cent in 2002, and the Gini coefficient from 0.45 to 0.49. 


� Bank Indonesia highlighted Indonesia’s monetary policy dilemma: “if the policy is tightly directed at attaining inflation target…it is feared to disturb the current economic recovery.” (Bank Indonesia, 2000, p. 7). “If Bank Indonesia is still persistent in achieving the base money target, extremely high increase in interest rate will be required, which…could harm the economic recovery prospects” (Bank Indonesia, 2002, p.12). This sentiment was echoed by the Chairman of the Indonesian Chamber of Commerce of Industry: “Bank Indonesia has been keeping interest rates high to ease pressure on the rupiah and stall inflation… however, [this] discouraged industries from making new investments that would otherwise have helped create new jobs” (The Jakarta Post, August 9, 2001, p.1). Independent studies (UNSFIR, 2002 and McNeils et al., 2001) also found that inflation-targeting monetary policy harmed economic recovery in Indonesia.





� Thirwall (1989) developed a model to explicitly demonstrate the working of forced savings via income distribution. According to Thirlwall (1989, p. 281), “Other things remaining the same, if prices rise faster than wages, real consumption will fall and real savings increase as long as the propensity to save out of profits is higher than the propensity to save out of wages…[T]herefore, the effect of inflation on savings depends on two factors: first, the extent to which income is redistributed between wages and profits; and second, the extent of the difference in the propensity to save out of wages and profits.”


� When real interest rates fall, people substitute future consumption for current consumption (substitution effect). As income from interest declines, people should save more to maintain future living standards (income effect). Overall savings volume will rise if the substitution effect is smaller than the income effect.


� See, for example, Baer (1967), Dornbusch & Reynoso (1989) and Mundell (1971).


� See Findlay (1984), Johnson (1984) and McKinnon (1964).


� This is consistent with Levine and Zervos (1993) who found that the inflation-growth relationship disappeared when two extreme cases of Nicaragua and Uganda were omitted.  Surveying the past studies and based on his own research Stanners (1993, 106) concluded, “No evidence has been found to support the notion that a low rate of inflation has in the past and in various countries been associated with improved growth rate…”


� Levine and Zervos (1993) found that the inflation-growth relationship disappeared when two extremes, Nicaragua and Uganda, were omitted. Stanners (1993, 106) concluded, “No evidence has been found to support the notion that a low rate of inflation has in the past and in various countries been associated with improved growth rate…” Fischer, Sahay and Vegh (1996) put the figure beyond which inflation can be harmful at 50 per cent for transition economies. However, works within the IMF by Sarel (1996) and by Khan & Senhadji (2000) found that inflation above 7-11 per cent can be harmful for growth.  


� Bruno and Easterly (1998, p. 10) found that the growth-inflation association were sensitive to changes in the sample period.


� Most countries are forced to adjust nominal wages upward following a large depreciation as the workers demand protection of their real wages from imported inflation. This phenomenon is known as ‘real wage resistance’, which offsets the effects of depreciation.


� If nominal wages are sticky downward due to either institutional reasons (e.g. minimum wage or union power) or their subsistence nature, the insistence on price stability or a very low inflation target is likely to raise real wages. See Akerlof et al. (1996).


� Siregar and Ward (2001) have found that Indonesia is more prone to supply shocks than demand shocks. Hossain and Chowdhury (1996) documented Bangladesh’s episodes of supply shocks due to repeated floods.





� Beddies (1999) has demonstrated that inflation-targeting monetary policy does not lead to an optimal output stabilisation of aggregate supply shocks.


� Similar findings are reported in Tanzania in Hellinger et al. (2001). The Indonesia country report shows how monetary tightening exacerbated the crisis by causing cash-flow problems even for sound enterprises. 


� See Stiglitz (2002) on how high interest rate policy can cause corporate distress.


� See Akerlof et al (1996).


� As noted earlier, these are the two channels of forced savings, highlighted by the early development economists. However, the difference between the early development economists and the neoliberal orthodoxy is that the former believed that inflationary financing would promote economic growth whereas the latter holds that inflation is harmful for growth. Thus, according to the neoliberal school, inflation hurts the poor doubly – by reducing their average income and by making the income distribution more unequal.


� See for example, Blank and Blinder (1986), Blank and Card (1993) and Cutler and Katz (1991). Blank and Blider (1986, p. 184) termed inflation a progressive tax and unemployment a regressive tax. They found that high unemployment redistributes income away from the bottom two quintiles and toward the top quintile, whereas inflation redistributes away from the fourth quintile toward the lowest quintile.


� One influential early work on central bank independence is Cukierman, Webb and Neypal (1992). This covered 21 industrial and 51 developing countries, back to the 1950s if a central bank existed then. From this study, one cannot detect a clear systematic relationship between the index of legal independence and the average rate of inflation. Countries such as Belgium, France, Japan and Norway, at the bottom of the scale in terms of legal independence, have average annual inflation comparable to the top-ranked Canada, Denmark and the United States of America. Since independence in practice diverges from legal or formal independence, the study included the frequency of turnover of central bank governors and the specialists' perception of actual independence. Spain was found to have the highest turnover rate during 1950-89 (an average tenure of five years) and the lowest turnover rate was found in Iceland (only one change in 29 years). Yet Iceland had the highest average annual inflation rate (32 per cent in the 1980s). The average inflation rates in countries such as France, Ireland, Luxembourg and the UK whose central banks were perceived to have less actual independence were comparable with those in Australia, Denmark and Finland which were ranked high in terms of perceived actual independence of their central banks. Italy, which was ranked fourth in terms of perceived actual independence of its central bank, had double-digit inflation. This cross-country regression reflected the lack of a clear systematic relationship when the apparent outlying case of Iceland is dropped from the sample.


A more recent review by Debelle et al. (1998: 6) of performance of seven industrial countries that allowed their central banks to pursue a pre-announced inflation target (or a band) concludes:


“Still, it is probably too early to declare that the inflation-targeting approach has succeeded in delivering lower inflation, given that inflation has also generally declined in many industrial countries that have not adopted inflation targeting.  …Comparing unemployment in the inflation-targeting countries with that in other major industrial countries shows that the average unemployment rate rose significantly in the early 1990s in the inflation-targeting countries…”





� Friedman, (1962: 219).


� Debelle and Fischer, (1994).


� BAPPENAS (2001, p. 27) notes: “Monetary policy aimed at lower interest rates…lower domestic debt servicing costs is now attractive for…budgetary reasons…Higher interest rates increase the interest cost on the large, outstanding stock of [debt]…This significantly complicates the task of implementing monetary policy.”


� The Indonesia Report concludes: “Public investment can help create a coordinated rise in investment (positively affecting both aggregate demand and profit expectations), which can trigger further private investment. Without such a stimulus, private domestic investors are faced with coordination failure, in which each one is reluctant to invest because others are also reluctant.” (p. 18)


� That is, the number of independent instruments must be at least equal to the number of goals to be achieved.





� See Chowdhury (2002) for findings in Bangladesh. Recently, Professors Yunus and Mahmud, two leading experts on micro-finance, have raised concerns about commercial banks’ urban leading from rural deposits (The Daily Star, June 2, 2005, p. 1).


� Beginning in 1984, Ecuador eliminated or scaled down directed credit programs and removed administrative controls on interest rates as part of financial liberalisation. Since then the supply of credit declined drastically with the contraction of state-provided loanable funds and reached as low as 9 per cent of GDP in 1990. The firm level debt structure data show that together with the decline in total credit, the share of long-term loans fell from 12 per cent in the early 1980s to 8 per cent in 1992. The growth rate of real long-term credit was negative for most years. The firm level data also show that the percentage of directed credit was much higher for longer-term maturities prior to liberalisation reforms. This percentage declined from 59.3 per cent in 1985 to 35.9 per cent in 1990. The percentage of directed short-term credit declined from 31.1 per cent in 1985 to 3.3 per cent in 1992. Decline in access to long-term credit negatively affected firms’ productivity. In particular, it adversely affected firms’ ability to acquire improved technology.
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