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Preface

The primary goal of the ILO is to contribute, wittember States, to achieve full and
productive employment and decent work for all, inithg women and young people, a goal
embedded in the ILO Declaration 2008 $acial Justice for a Fair Globalization, ahd
which has now been widely adopted by the intermaticommunity.

In order to support member States and the socréhgra to reach the goal, the ILO
pursues a Decent Work Agenda which comprises faterrelated areas: Respect for
fundamental worker’s rights and international labstandards, employment promotion,
social protection and social dialogue. Explanatiohthis integrated approach and related
challenges are contained in a number of key doctsnanthose explaining and elaborating
the concept of decent wdrkn the Employment Policy Convention, 1964 (No2)l2nd in
the Global Employment Agenda.

The Global Employment Agenda was developed by th® through tripartite
consensus of its Governing Body's Employment andigbd?olicy Committee. Since its
adoption in 2003 it has been further articulated emade more operational and today it
constitutes the basic framework through which th@ pursues the objective of placing
employment at the centre of economic and sociatipst

The Employment Sector is fully engaged in the impatation of the Global
Employment Agenda, and is doing so through a lasg@e of technical support and
capacity building activities, advisory services gulicy research. As part of its research
and publications programme, the Employment Sectomptes knowledge-generation
around key policy issues and topics conforming lie tore elements of the Global
Employment Agenda and the Decent Work Agenda. Téwtad®s publications consist of
books, monographs, working papers, employment tepmd policy briefé.

The Employment Working Papeseries is designed to disseminate the main firsding
of research initiatives undertaken by the varioepadtments and programmes of the
Sector. The working papers are intended to enceueaxghange of ideas and to stimulate
debate. The views expressed are the responsibflitie author(s) and do not necessarily
represent those of the ILO.

José Manuel Salazar-Xirinachs
Executive Director
Employment Sector

! See http://www.ilo.org/public/english/bureau/dgmithload/dg_announce_en.pdf

2 See the successive Reports of the Director-Gemethk International Labour Conferen@ecent
work (1999);Reducing the decent work deficit: A global challe@001); Working out of poverty
(2003).

®See http://www.ilo.org/gea. And in particuldmplementing the Global Employment Agenda:
Employment strategies in support of decent worksitn” documentILO, 2006.

* See http://www.ilo.org/employment.






Foreword

The landscape of development is changing for alhtrees as a result of the impact of
the global financial crisis, and in this contexiipp discussions in developing countries
are increasingly focusing on optimizing policy respes.

Policy responses are included within, and alsouérfite the shape of national
Development Frameworks. In this regard, ILO haerigified its engagement in National
Development Frameworks, including Poverty ReducBorategies since 2001. Originally
this was in response to limited participation @& thO tripartite partners in the formulation
process of these frameworks, and the limited empHaigl on employment and decent
work in the goals, strategies and budget allocatiormany countries. More recently it has
been also in relation to the crisis and the capdoitresponse. In fact, many countries are
re-thinking their approaches in light of the impatthe financial crisis, and are seeking to
clarify the range of policy options which can irgép employment outcomes as well as
reduce poverty.

In doing this ILO has developed a practical apphnoagplied to a varying degree in
39 countries across the globe. This approach hasisted of (i) engaging in policy
discussion (ii) empowering constituents (separatelg together) to better influence the
drafting, implementation and monitoring of natiorfedmeworks and (iv) maintaining
critical dialogue at national and international disvfor making employment a central
concern of the national development. The applicabiothis approach is backed by a range
of tools and analytic papers connecting the Dedémik Agenda with the PRS framework.

Improvement in tripartite participation has beeridemt although the process of
capacity building continues. As part of this capadiuilding, a seminarDecent Work
Issues in Poverty Reduction Strategies (PRSs) atibmal Development Frameworks
was organized in Turin to consider priorities foe tvay forward

This paper, first presented at the above mentiosethinar, is an important
contribution to the new thinking and priorities the role of monetary and fiscal policies,
and their impact on employment and poverty reductio

We would like to thanks Professor Gerald Epsteintliis thought provoking paper
and the presentation ansd discussion that he lia@ dturin workshop.

This paper provides important ideas about the wéahgie of policy options available
for adaptation to specific country contexts. ltaignilestone in re-thinking the monetary
and fiscal policy landscape, the role of the Statd of the Central Banks in maximizing
the employment impact of various policy instruments

Azita Berar Awad Alana Albee
Director Chief
Employment Policy Department Country Employment Policy Unit
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1. Introduction

As the world financial crisis deepens and spreadshe real economy in more
countries around the globe, many societies in téeeldping world that were already
experiencing high levels of poverty and underemplent are now threatened to an even
greater extent. The World Bank has estimated tieiricreased prices of food and fuel in
the first half of 2008 have driven 100 million mgeeople into poverty, world wide. And,
now, with the global economic crisis spreading, #ieation for poor people in the
developing world could become much, much worsétsldanuary, 2009 forecast, the IMF
predicted that World economic growth in 2009 wolbédonly %2 percent, the lowest level
since World War 1l, and turning negative if measurat market exchange rates.
(http://www.imf.org/external/pubs/ft/weo/2009/upd@pdf/0109.pdf ) The ILO
Employment Trends Report, issued in January, 28@éns that: "global unemployment in
2009 could increase over 2007 by a range of 18amilo 30 million workers, and more
than 50 million if the situation continues to déteate....in this last scenario some 200
million workers, mostly in developing economiesuitbbe pushed into extreme poverty."
(http://www.ilo.org/wecmsp5/groups/public/---dgre pe¢--
dcomm/documents/publication/wcms_101461 ydf

In this environment, the task of generating suliithy higher levels of decent
employment has taken on more urgency, yet now feees more obstacles then before. Of
course, a key component of the solution to theetuirerisis will be massive expansionary
fiscal actions on the part of the rich countriegf@rably in a coordinated fashion, but
individually if necessary. More aid and supportnfrthe rich countries and international
institutions to the developing world will also becessary to avoid a very serious, negative
shock for the world's poorest and most vulnerablehe short and medium run, as before
the recent crisis, the key will be to generate daggale increases in decent work if
developing countries and the world are to avoidwrdvard spiral into depression.

But what macroeconomic policy frameworks shouldused to design policies to
address this crises both in the short and in th@iuneterms? There seems little doubt that
the conventional wisdom on macroeconomic and firzrpolicy that has been promoted
by the International Monetary Fund, World Bank, ma@entral Banks, Ministries of
Finance, Treasuries and many economists aroundlthe for the past twenty-five years
has now been shown to be profoundly flawed, iftotdlly discredited. This "neo-liberal”
approach —the so-called "Washington Consensus"itandousins -- that has promoted
wide-spread financial de-regulation, elimination @dpital controls and other capital
management techniques, the obsession with attgafdreign capital no matter how short
term or speculative, and inflation-targeting celni@nk policy that has focused on limiting
commodity inflation to the low single digits whilgnoring asset price inflation and
employment creation, has not only been inadequas®living the financial problems we
face, but, very likely, were major contributorsnibt the cause, of the financial crisis that
the world is now confronting. Yet, despite the @ddread loss of confidence in this model
of macroeconomic management, many of the sameutistis and economists are calling
for a two track system: Non-orthodox policies ofio@alization/bail-out, loose monetary
policy and fiscal stimulus for the rich countriesid more of the same neo-liberal policies
for the poorer countries.

What is clear is that to design and carry out thesaployment-oriented
macroeconomic policies, the old orthodoxy must bandoned, and policy makers must
look for other policy frameworks to inform their oxtaeconomic and financial policies.
Fortunately, these other frameworks and policiesedst, have been used by many
successful countries for many years, and can bgtedi#o the current environment in many
counties. Of course, they must be re-designed aadenappropriate to the particular
countries and issues involved. Among other factiirgs important to ensure that these



policies are designed to an appropriate level anhemic development faced by each
country. The main point, though, is that, on theolehthese policies and frameworks do
not need to be invented whole cloth.

In this paper | summarize employment oriented wemonomic and financial policies
that governments in developing countries can adophelp promote more and better
employment as a key to reducing poverty over thdiame to long rurt. This paper is a
companion paper to that of my colleague James H¢R108) who focuses primarily on
informal employment. In this paper, | will present policies within a raogeneral
framework which, in the case of informal employmimsues, may need to be focused and
adapted in the ways that James Heintz has descHisd | will focus on policies in three
main areas: first, this paper will address issuesnonetary policy. After presenting a
critiqgue of orthodox “inflation-targeting” monetargolicy, | will describe concrete
alternatives, based on a project conducted with iaternational team of economists,
designed to help promote descent employment andrgokeductior’. Next | will turn to
financial structure and policy and describe comcralternative financial policies and
structures that can help promote better credit sscder small businesses and poor
households, and more employment generating investrirénally, | discuss policies for
managing capital flows and exchange rates to hetigigite more and better employment.
In addition, these policies, like those concerrilmgfinancial sector, will also help maintain
financial stability, and avoid the kinds of finaakcimeltdowns we have been witnessing in
recent years, first in the developing countries, mow in the developed ones.

Before describing specific alternatives, we haveclarify what we mean by pro-
employment and poverty reducing financial and meconomic policies. We will
describe policies and institutions that are designamaintain aggregate demand, mobilize
and channel savings, allocate credit in accordamte identified social and economic
objectives, and promote financial and macroecongatability with the goal of promoting
growth that will generate employment, income andlthefor the majority, including the
poor.

With these general principles in mind, we can noawvenon to our discussion of the
three specific policy areas: 1) Monetary PolicyFhancial Policy and 3) Exchange rate
policy and the management of capital flows.

2 Monetary Policy

2.1 Orthodox Policy: Inflation Targeting by central
banks

Despite the massive challenges facing the unemg)ayederemployed and the poor,
for the past decade or more, so-called "global pesitice” approach to central banking has
not focused on economic growth or employment geimgrainstead, it has pursued formal
or informal "inflation-targeting”, in which keepirgglow rate of inflation — in the low single
digits — has been proposed as the dominant and eRelusive target of monetary policy.

® This paper draws liberally from my work and therkef my colleagues. See Epstein (2000),
Epstein and Grabel (2006), Epstein, Grabel and J@&063) Heintz, (2008), Pollin, et. al. (2006),
Pollin et. al. (2008).

® James Heintz, "Employment, Poverty, and Econoralic?in the Context of Widespread
Informality”, Paper Presented to the ILO, TurincBmber, 2008.

" Most of the papers from this project are publishea special issue of theternational Review of
Applied Economicdylarch, 2008, edited by Gerald Epstein and Erinad¥el



In this inflation-focused monetary policy, othergantant goals, such as financial stability,
rapid economic growth and employment creationsasn as inappropriate direct targets of
central bank policy; rather they are viewed aseldojor — even presumed — by-products of
an inflation focused approach to monetary poli§gMF, 2006). Thus, according to this
orthodox approach to monetary policy, the focupdicy is on "stabilization", rather than
"growth” or "development”, with an implicit assurngot that once "stabilization" is
achieved, economic growth, employment creation,ponwrty reduction will follow.

This orthodox view not only specifies the approferiarget of monetary policy, but
also the appropriate tools or instruments. Thieoalbx approach has emphasized indirect,
market based instruments of policy, such as sleom fnterest rates, as the primary and
often exclusive tool of monetary policy. This isdantrast to the 'direct’, quantitative tools
often used by central banks which have involvedlitrallocation methods, interest rate
ceilings, and other ways to direct credit to ptipgconomic sectors and goals. In short, the
orthodox approach has narrowed both the goalstentbols of monetary policy.

After more than a decade of experience with thitation-focused, market based
approach, the policy record has been rather disatfipg, even disastrous for many
countries. In a number of countries, inflation ha@me down, to be sure, but it is
questionable to what extent the drop in inflatisrdue to changes in domestic monetary
policy, rather than the overall global fall in iaflon (Ball and Sheridan, 2003). But even if
domestic monetary policlgasreduced inflation, the hoped for gains in emplogtrigave,
generally, NOT materialized; and, for many cousstriellowing this orthodox approach,
economic growth has not significantly increasedd Alnis assessment does not even take
into account the disastrous impact of the globahemic crisis of 2007 - ?, that, arguably,
are exacerbated, if not caused, by some of these palicies. The key point, then, is this:
despite what the orthodox approach maintains, eynpdat generation and economic
growth, are NOT automatic by-products of "stabti@a-focused" central bank policy.

While it might seem obvious that stabilization feed central bank policy represents
the only proper role for central banks, in facglimg at history casts serious doubt on this
claim. Far from being the historical norm, thisdsdy central banks on stabilization to the
exclusion of development represents a sharp bmeak fistorical practice, not just in the
developing world but also in the now developed ¢oes as well (Epstein, 2007a). In
many of the successful currently developed coustras well as in many developing
countries in the post-Second World War period, etltgwment was seen as a crucial part of
the central bank's tasks. Now, by contrast, devedoyt has dropped off the "to do" list of
central banks in most developing countries

As the world digs itself out of this economic cesend establishes a new macro-
economic framework, there should be a return tchisimrical norm of central bank policy:
in particular, employment creation, financial sli&piand more rapid economic growth
should join inflation and stabilization more gerigras key goals of central bank policy.
Of course, we do NOT argue that maintaining a matgeinflation rate is unimportant.
Indeed, historically, some central banks went ntachfar in downplaying this stabilization
role, sometimes with disastrous consequences: mipent example is Zaire, which
experienced numerous periods of disruptively higfiaiion (Honohan and O'Connell,
1997). But this does not mean that the optimalcyoils to go to the other extreme and
ignore the developmental role entirely. Balancingtween the stabilization and
developmental roles is both desirable and feadlenany central banks. Some of the
policies undertaken by developmentally orientedra¢banks in the 1950's — 1970's were
misguided or ill-executed: Ghana in the 1950's 49@0's is one example. (Honohan and
O'Connell, 1997). Still, we can learn importantstass from their experiences and utilize
them to re-orient central bank policy in relevantistries to a greater focus on employment
creation as a desirable goal of monetary policy.



Of course, central banks need not, and indesthot be the only institution having an
employment generation role. Fiscal policy, indastpolicy, labor policy and others must
play a crucial role as well. But, in most develapioountries, central banks need to
cooperate with other institutions by doing much enttvan simply keeping inflation rates in
the low single digits. To bring this about, mangtitutions will have to get involved.
Among them is the IMF, which has been enshrinirgiion control as a dominant policy.
The IMF should change its advice to a more balanmesition between inflation control
and employment generation and poverty reduction.

2.2 A Critique of Inflation Targeting

Before discussing more employment friendly appheacto macroeconomic and
monetary policy, it will be helpful to briefly dissses the problems with the now dominant
approach — namely inflation targeting.

According to its advocates, "full fledged" inflatiotargeting consists of five
components: absence of other nominal anchors,auelxchange rates or nominal GDP; an
institutional commitment to price stability; absenof fiscal dominance; policy
(instrument) independence; and policy transpareaggl accountability. (Mishkin and
Schmidt-Hebbel, 2001, p. 3; Bernanke, et. al. 1988practice, while few central banks
reach the "ideal" of being "full fledged" inflatiorargeters, many others still focus on
fighting inflation to the virtual exclusion of othgoals. The overriding announced goal of
inflation targeting central banks is typically “pei stability”, usually defined to be an
inflation rate in the low single digits. (Ibid., §9). In addition, inflation targeting is usually
associated with changes in the law that enhancedependence of the central bank (Ibid.,
p. 102; Mishkin and Schmidt-Hebbel, 2001, p. 8).we see below, this relatively rigid
commitment to a very low inflation rate can leadronetary policy that is too restrictive,
leading to excessively high real interest rates;@utimal growth of GDP and employment,
and an over-valued exchange rare rate.

The major claims made by advocates of inflatiogeting is that it will:
Reduce the rate of inflation
Enhance the credibility of monetary policy
Reduce thesacrificeratio associated with contractionary monetaryqyoli
Help attract foreign investment and encourage dimiesestment

The evidence on these claims is mainly in the megalt is true that countries that
adopt inflation targeting often achieve lower itifia rates. But there is strong evidence
that this decline in inflation might not be dueindlation targeting itself, but rather to the
general declines in world-wide inflation pressui@sie for example, to major increases of
the global labor and increases in global productiapacity due to extraordinary export-
oriented growth in China and the fall of the Betlifall) or to a simple reversion to a more
normal inflation rate (Ball and Sheridan, 2003; &ocontrary view, though, see IMF 2006).
In addition, most evidence indicates that inflattangeting central banks do not reduce
inflation at any lower cost than other countriemitcal banks in terms of forgone output.
That is, inflation targeting does not appear toease the credibility of central bank policy
and therefore, does not appear to reduce the isacrdtio. (See Bernanke, et. al, 1999 and
Epstein, 2000, for detailed surveys of the litertuTypically, central banks that reduce
inflation do so the old-fashioned way: by raisimderest rates, causing recessions or slow
growth, and contributing to job loskloreover, there is no evidence that countries adgpt
inflation targeting manage to attract more fordigrestment.

2.3 Why the Focus on Inflation?

There is a further, basic problem with inflationgeting and the neo-liberal approach
to central bank policy more generally. Why is theweh a focus on fighting inflation to the



exclusion of other goals? And even if fighting atfbn is important, as we agree it is, why
pick a target in the low single digits? As reporie®runo and Easterly (1996) and Epstein
(2000) there is a great deal of evidence that natdeates of inflation, inflation up to 20%
or more, has no predictable negative consequemctdgeaeal economy: it is not associated
with slower growth, reduced investment, less fare@jirect investment, or any other
important real variable that one can find. (Alse $®llin and Zhu, 2006). Some types of
price increases, usually associated with "suppigck" inflation — especially those
involving price increases for basic necessitien, ltave very serious negative consequences
for the poor. But in this case, it is not cleartthestrictive monetary policy is the best
response. Acquiring more supply of the commodity $hock" would generally be a
preferable policy response.

Apart from growth effects, however, many economiséve argued that inflation
harms the poor more than the rich. Hence, on Hdigidn grounds, inflation reduction into
the low single digits should be a priority. Whileora research is necessary to fully
investigate this claim, important recent work byal#ev calls this conventional wisdom
into question (Jayadev 2006, 2008) by showing thad sample of richer and middle
income developing countries, poorer and workingsclaeople prefer the government
reduce unemployment than fight inflation. Only tlealthier people prefer that inflation
fighting take precedence over lowering unemployment

In addition to these concerns, Braunstein and HA€@08) find that disinflationary
monetary policy in developing countries, like thadertaken in connection with inflation-
focused monetary policy regimes, has a dispropuately negative employment effect on
women, relative to men. Braunstein and Heintz adoje that this might be due either to
the sectors which tight monetary policy harm maseally. For example perhaps export
sectors employ a higher ratio of women, and they tarrt disproportionately by tight
monetary policy which raises interest rates, atdréareign capital and leads to an over-
valuation of the real exchange rate. Another pdgyilis that, because of discrimination,
women are “first fired" in a recession. Both ofgbere just conjectures, however, and this
empirical finding calls out for further explanatargsearch. Still, Braunstein and Heintz's
excellent work is highly suggestive that there rhayimportant gender effects of monetary
policy, suggesting that this area needs much nasearch than it is currently receiving.

Of course, all agree that very high levels of itifla, above 40%, can have every
serious impacts on growth and possibly the distigiouof income. Even inflation above
20% can create problems, according to recent daif.there appears to be very little
justification for monetary policy oriented towarddping inflation in the low single digits,
especially when employment andvpay are significant problems.

Still, it is important to recognize that some typésnflation unambiguously hurts the
poor. Cost-push or supply side inflation of baskcessities, such as food, oil, and other
basic supplies, can have devastating impacts opdbe This type of inflation, in fact, is
often the dominant type of inflation in most deysfa countries. However, it is unlikely
that tight monetary policy, in and of itself, isetbest response to this type of inflation.
Efforts to increase supply, while controlling coatsd subsidizing the consumption of the
most vulnerable, perhaps by basic income grantdftes the best response to this inflation.
Of course, it is important to take care that sughps/-shock inflation does not lead to a
cost-push price spiral that gets out of control.nglary policy does have an important role
to play in preventing such an inflation spiral gegtour of control.

2.4 Inflation Targeting and IMF Financial Programming
The problems associated with inflation targeting @&xacerbated when they are

combined with the standard restrictions the IMFasgs on borrowing countries' monetary
policy. These standard restrictions are cdileancial programming.



The IMF financial programming approach has beenestlbto a number of significant
criticisms (Epstein and Heintz, 2006; Easterly, £0Blejer et al., 2002). Easterly (2004)
shows that there is significant empirical slippame virtually every stage of the
programming analysis, so that hitting ultimate ¢ksgbecomes extremely problematic. As a
result, the framework either routinely produces wgreesults, or must be supplemented by
other analyses that are not part of the programifnargework. Partly as a result, the IMF
has recently been imposing (or strongly recommeg)diedditional targets, especially
inflation targets (IT). Blejer et al. (2002) argtieat inflation targets are redundant and
sometimes inconsistent with the other IMF programgriargets; Epstein and Heintz (2006)
show that inflation targets enforce a contractignbias on the regular programming
targets, making it less likely that the central lbanll accommodate economic growth and
credit creation when desirable. Table 1 is repredutom the Epstein and Heintz (2006)
paper. In the traditional financial programming e, the main targets are net domestic
assets ceilings (NDA, sometimes called “domestdli¢rceilings”) which limit the amount
of credit that the Central Bank can create, andnitteinternational reserves floor (NIR),
which require that monetary and fiscal policy ast ® maintain a minimum level of
international reserves. If either target is threate— that is, if international reserves are too
low or if net domestic assets are too high — thengrogram calls for tightening monetary
policy, raising the target interest rate, cuttingwd on credit to the government and
banking sector, and/or raising reserve requirements

A key and troubling implication of this approach tisat there is no clear set of
conditions under which expansionary monetary oditneolicies are called for, even in a
situation of slow growth. Even if both targets anet, programming does not call for
expansionary policy. This is largely because ther@o explicit operational target for
economic growth, employment creation, or povertguion. This could also reflect a
priority placed on accumulating foreign exchangeerees over other goals, such as
achieving more employment. In any case, the bianahcial programming is therefore
contractionary.

Table 1 IMF Financial programming based on net domestic assets

ceilings and net international reserves floors

Net Domestic Assets (NDA)

Higher Than Programmed Lower Than Programmed
(Threatened) (Not Threatened)
Net Higher Than Programmed Only the NIR target has Both targets have been
International (Not Threatened) been met. met.
Reserves Policy: tighten Policy: No need for
(NIR) tightening
Lower Than Programmed Neither target has been NIR has not been met.
(Threatened) met. Policy: tighten

Policy: tighten

Source: Epstein and Heintz (2006), adapted from Blejer et al. (2002), Table 1

If explicit inflation targets are added to the itewhal financial programming exercise,
then this bias becomes even worse, especiallysituation of supply-side inflation shocks.
An inflation ceiling essentially adds an additibnestriction on policy. Table 2 adapted
from Blejer et al. (2002), illustrates this poirfior example, in the situation where the NIR
floor is met and NDA ceiling is met, but, say, besaof a supply shock, the inflation target
is not met, this approach would call for restrietpwolicy. Again, there is no situation which
explicitly calls for looser policy because, as lbefgrowth or employment generation does
not have explicit targets within the monetary pesgming framework.



Table 2 Financial programming with net domestic assets, net

international reserves, and inflation targets

Inflation Target (IT)
Higher Than Programmed Lower Than Programmed
(Threatened) (Not Threatened)

Net Domestic Assets Higher Than Programmed NDA and IT give the same NDA and IT give different
(NDA) Relative to (Threatened) signal. signals. (NDA - tighten; IT
Program Policy: tighten —don't tighten.
Requirements Policy: tighten

Lower Than Programmed NDA and IT give different NDA and IT give the same
(Not Threatened) signals: IT — tighten; NDA — signal.
no tightening needed. Policy: No tightening
Policy: tighten needed.

Source: Epstein and Heintz (2006), adapted from Blejer et al. (2002), Table 2

None of this is meant to imply that maintaining aderate and stable inflation rate is
unimportant; nor are we arguing that the macroecon@uthorities can ignore supply-side
inflation. But it does suggest that unless economgiowth targets are explicitly
incorporated into the making of macroeconomic golibere will be a bias against growth
and employment in IMF financial programming and agesult in recipient countries
formulation of policy as it is currently structured

2.5 Alternatives to Inflation Targeting

Fortunately, there are alternatives to inflatiorgéting that hold out the promise of a
more employment friendly monetary policy and thah de tailored to the particular
circumstances and needs of different countries.s&haere developed by a team of
researchers working on a PERI/Bilkent project darahtives to inflation targeting, as well
as a United Nations Development Project (UNDP) spoed study of employment
targeting economic policy for South Afriahe countries covered in PERI/Bilkent project
are Argentina, Brazil, Mexico, India, The Philipps) South Africa, Turkey, and Viet Nam.
As will be illustrated by these studies, one sipesdNOT fit all. A range of alternatives
were developed in these papers, from modest chandke inflation targeting framework
to allow for more focus on exchange rates and agdn the index of inflation used, to a
much broader change in the overall mandate of dwral bank towards employment
targeting, rather than inflation targeting. (Seél&€s3 below for a summary). Some of the
alternative policies focus exclusively on changeseéntral bank policy, while for other
countries, changes in the broad policy frameworld anthe interactions of monetary,
financial and fiscal policy are proposed. Some ipoaate explicit goals and targets, while
others prefer more flexibility and somewhat lessi$parency. But all of the studies agreed
that the responsibilities of central banks, palidy in developing countries, while
including maintaining a moderate rate of inflationyst be broader than that, and should
include other crucial "real" variables that havéirect impact on employment, poverty and
economic growth, such as the real exchange ratplogment, or investmeritThey also

® The project was directed by Gerald Epstein ofdheversity of Massachusetts and Erinc Yeldan of
Bilkent University, Ankara, Turkey. For the publésh papers of the PERI/Bilkent project see
Epstein and Yeldan, eds. 2009. The PERI/Bilkenteetowas made possible with the generous
support of Ford Foundation, Rockefellar BrotheradsUJN-DESA and other funders.

° It is true that so-called "Taylor Rules" that esite policy rules governing monetary policy often
find that central banks react to the deviation leetw "potential output” and actual output (the
"output gap"), but, far from implying that centtzdnks care about unemployment, these results can



agree that in many cases, central banks must bidhdé available policy tools to allow
them to reach multiple goals, including, if necegsahe implementation of capital
management techniques (Ocampo, 2002; Epstein, Grade€lomo, 2006).

2.6 Real Targeting

The employment targeting approach is an exampkereal targetingframework. A
real targeting framework for monetary policy adae @r more important real variables,
such as real GDP growth, or a stable and competigal exchange rate (SCRER), or "full
employment”, to nominal variables, such as the ohtenflation, as a goal of monetary
policy. The so-called Humphrey-Hawkins law in theitdd States, which commits the
U.S. Federal Reserve (FED) to maintaining bothcrstability” and "high levels of
employment" is an example of real targeting framework, though, admittedly a fairly
weak one in that it does not specify exactly theamgg of "price stability" or "high
employment"”.

A real targetingframework has a number of important advantages.

1. First and foremost, it places front and centregb@nomic variables that have the most
immediate and clearest association with socialavelfThe central bank must identify this
target and then communicate with the public abloetictions it is taking to reach it. It is
hoped that, given the public pressure to reachtégget, the central bank will have
significant incentives to invest in research arfteotctivities, to improve its
understanding and tools to reach this real target.

2. Given that it will strive to reach this target anaither constraints, the central bank will
have incentives to develop new tools of monetaticpoFor example, if a central bank is
tasked with hitting an employment target subje@nanflation and balance of payments
constraint, then — in addition to interest rataqyot it might explore asset allocation
strategies to encourage banks to lend more todrighloyment generating uses, and
capital control techniques to manage balance afeays problems.

3. Arreal targeting approach lends itself naturatlatmore democratic, transparent and
accountable central bank policy that serves theigemeeds of the majority of countries’
citizens, rather than the minority that typicalgriefits from the combination of slower
growth, low inflation, and high real interest rates

4. The framework is much more conducive to tailoringnmtary policy to the specific needs
of different countries. For example, if a countasta particular problem with generating
good jobs for women, or more jobs in a particuéion of the country, then the real
targeting approach can accommodate such needsu@e; the central bank will find it
difficult to use "macroeconomic" tools to targettpailar groups or particular regions, but
the central bank will have an incentive and perioisto work with other ministries and
the private sector to develop tools and mechanisrmprove employment opportunities
for these groups and regions.

One important objection to a "real targeting" apgtoto monetary policy is the claim
that monetary policy does not have control ovel vaaables, especially in the medium to
long-run. Of course, this is the position taken bsthodox (i.e., pre-Keynesian)
macroeconomic theory, and incorporates the ideth®f'classical dichotomy" in which
nominal variables, like monetary variables, havéamg-run impact on real variables, such
as employment. There is very little support forstipioint view, and we are violently
reminded every several years — at times of findmcisis — how wrong this view really is.
As Keynes argued, the long run is made up of a&sef short runs in which, monetary

be justified by noting that the output gap affdcitsire inflation, so the central bank focusing spole
on inflation would still be concerned with the outgap.



variables, including those controlled by monetanliqy, can have very significant impacts
on important real variables, such as employmente@odomic growth.

That is not to say that monetary policy can alwegsilycontrol these variables with
any precision. That is clearly not always truell Stentral bank policy, in combination with
other types of macroeconomic and micro-orientedicigs can clearly have important,
broadly controllable, effects on these key variable

In sum, thereal targeting approaciio monetary policy is likely to be more relevant,
flexible and effetive than inflation targetingAs a particularly relevant example of real
targeting, employment targeting is described inardatail below.

2.7 Alternatives to Inflation Targeting:

Alternatives to inflation targeting developed inethPERI/Bilkent project on
alternatives to inflation targeting are discusserkhTable 3 summarizes these approaches.

Table 3 PERI/BILKENT Alternatives To Inflation Targeting Project

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

techniques; prudential
supervision of banks;

targeted credit; incomes

19 SCRER: Stable and Competitive Real Exchange Rate



policies;

Vietnam

Growth, SCRER, Discretion Capital management Integrated
Inflation techniques; prudential

supervision of banks;

targeted credit; incomes

policies;

Source: see text;

NA: No Answer, i.e., the issue was not directly addressed.
* Central Banks: Integrated means integrated into governmental macroeconomic policy making framework
Coordinated means independent but committed to close coordination with other macroeconomic policy-making institutions

The papers in th&lternatives to Inflation Targetingroject present a range of
alternatives: some are modest adjustments to flaiam targeting framework, others are
more substantial modifications to the to approadtile still others throw out the inflation
targeting framework in its entirety and provide aaat alternative, such asmployment
targeting We discuss many of these in the following parplsa

2.7.1 Modest but Useful Adjustments to the Inflation
Targeting Regime

Some of the country studies in the PERI/Bilkentjgecb proposed only modest
changes to the inflation targeting regime. In theecof Mexico, for example, the authors
argue that the inflation targeting regime has afldor more flexible monetary policy than
had occurred under regimes with strict monetargeisr or strict exchange rate targets
(Galindo and Ros, 2008), and therefore Galindo &u$ suggest modifying the IT
framework to make it somewhat more employment &ignin their analysis of Mexico's
IT framework, Galindo and Ros find that monetaryiggowas asymmetric with respect to
exchange rate movements —tightening when exchategs depreciated, but NOT loosening
when exchange rates appreciated. This lent a bits/or of an over-valued exchange rate
in Mexico. So Galindo and Ros propose a "neutrabhetary policy so that the central
bank of Mexico responds symmetrically to exchangie movements, thereby avoiding
bias toward over-valuation without fundamentallyacbing the inflation targeting
framework™!

In his study of Brazil, Nelson Barbosa-Filho alsmgosed extending the inflation
targeting framework, but as we will see shortly, dlso suggests altering it in a more
dramatic way. Barbosa-Filho argues that becausBratil's past experience with high
inflation, the best policy is to continue to targeflation while the economy moves to a
more stable macroeconomic situation. So far thatggain from inflation targeting has
been the increase in the transparency and accdlitytaid monetary policy in Brazil."
(Barbosa-Filho, 2008). But he also suggests afjeiinto make the inflation targeting
framework more compatible with fast income growthda stable public and foreign
finance. Along these lines, as discussed in thé s@otion, Barbosa-Filho joins a number
of the country case study authors in proposing aetayy policy to maintain a stable and
competitive real exchange rate (SCRER) which, theyue, will have a number of
significant benefits.

1 Galindo and Ros also propose shifting from a GRgdt to a domestic inflation target which
would purge the exchange rate impact on the "taigéation rate and further reduce the basis for
the monetary policy bias toward exchange rate ajgtien.
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2.7.2 A Competitive and Stable Real Exchange rate

As just indicated, a number of the authors, inglgdFrenkel and Ros (2005) and
Frenkel and Rapetti (2008) argue that central bemduld maintain a moderate inflation
rate AND should maintain a competitive and stabl exchange rate. They note that the
real exchange rate can affect employment, and ¢oeceny more generally, through a
number of channels: (1) by affecting the level ggr@gate demandhe macroeconomic
channel) (2)by affecting the cost of labor relative to otheods and thereby affecting the
amount of labor hired per unit of outpuhé labor intensity channelhd by affecting
employment through its impact on investment andneouc growth the development
channel) (eg. Frenkel and Ros , pp. 634-637) While the sizd even direction of these
effects might differ from country to country, in macountries, including countries in Latin
America, maintaining a competitive and stable reathange rate is likely to have a
positive employment impact overall. (Frenkel ang&#t, 2008).

From the point of view of monetary policy, the dbafje is how to design a policy to
maintain a stable and competitive real exchange (3CRER ) so that it does not get
undermined by massive speculative capital flows d@anger is that if the markets sees the
central bank trying to manipulate the exchange, tatn the exchange rate will be subject
to attacks that will undermine the ability of thentral bank to prevent the currency from
excessively appreciating or depreciating. (Fremkel Rapetti, 2008) As discussed in more
detail below, central banks can adopt various gygfecapital controls and other types of
capital management techniques to help manage egehates in the face of speculative
capital flows (Epstein, Grabel, Jomo, 2006). wteeo this, central banks may need to
expand their of policy EDIT tools in order to ty achieve multiple targets.

2.8 A More Comprehensive Approach: An Employment
Targeted Economic Program for South Africa

As part of a comprehensive macroeconomic progranséwuth Africa (Pollin, et. al.,
2006), Epstein developed an employment targetiamdmork for central bank policy to
replace the Reserve Bank of South Africa's deswidhflation targeting approach. (Also
see Pollin, et. al., 2008 for an employment targefirogram for Kenya).

Under this framework, the central bank, along wither key government institutions,
identified an employment (or, in this case, an foplyment rate") target. Then, using
models and estimates of the South African macrov@ty a set of monetary policy
instruments can be determinedileng with a number of other policy tools such eedit
policy and fiscal policy -which together can achieve the target unemploymaet while
maintaining a moderate inflation rate and an aat#etlevel of exchange rate variability.
In the particular Vector Auto-Regression Model (V)AdReveloped by Epstein in Pollin, et.
al., a simulation model shows that if the Southidsin Reserve bank lowers the interest
rate from 11% to 7% and holds it at that levelSgrears, economic growth will increase on
average by .5% per year, inflation will go up b%Ipoint and the increase in exchange rate
variability will be quite modest. In combinationtiviother policies —discussed below - such
as credit guarantees and subsidized credit forrlaliensive sectors, as well as capital
management techniques and incomes policies if sapgsthe unemployment rate can be
halved by 2014 as proposed by the South Africaregowent.

2.9 Diagnostic: VAR modeling of Employment Targeting

One commonly used method to estimate the impact:axroeconomic policy on
macroeconomic variables, such as GDP growth, iaflahnd exchange rates, is the so-
called Vector Auto-Regression or VAR approach.sTimodeling technique estimates a
simple macroeconomic model of the relevant econoosing time series regression
techniques. The resulting model can then be siedltd generally estimate the impact of
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changes in policy variables, such as a reductiogeimtral bank interest rates on GDP
growth, employment, inflation and exchange rateadmglity (or other relevant variables.)
Among the limitations of this approach are thaigldime series are often needed to develop
good estimates of the model. This often meanshiuht frequency data are often needed
(quarterly, or monthly) and that big structural mhes that might affect the underlying
structure of the economy need to be relatively eipfient within the period under
estimation. Still, this can be a very useful teglei for getting a "ball-park™ estimate of the
likely impact of employment oriented monetary ppli€See Epstein, 2008, for an example
of this approach in the case of South Africa).

2.10 Targets, Instruments, Knowledge and Central Bank
Culture

A key consideration is that developed by Nobel énizinner, Jan Tinbergen. As
Tinbergen famously put it, policy makers need asyriadependent instruments as they
have independent targets. Much of what we discesswbconcerns the development of
additional tools to help the macroeconomic autresiachieve multiple targets.

But the need for learning and innovation by thetretank will be much greater than
this for a simple but profound reason: most certaatks don't really know very much
about how to generate employment. The reasonsiforate many, but the most important
one is quite simple: for many years now, most egrianks didn’t have to worry about
generating employment, because they were pressutgdo be concerned about inflation
(or the exchange rate). As a result, central béakd associated economics researchers the
world over), have devoted millions of dollars amdictless hours on economic analysis and
modeling to figure out the relationship between etary policy and inflation, while
spending virtually nothing on discovering the relaship between monetary policy and
employment generation or monetary policy and fimgnstability. So not only will the
central bank have to develop new instruments becabnsy have more targets than
instruments, but they will have to develop newnmsients because the target is “new” and
unfamiliar.

As central banks learn more about how to use monepamlicy to increase
employment, and as they develop new tools to re¢hishtarget subject to an inflation
constraint, they might discover that they erénventingtools that were part of the standard
central bank tool kit in the developing world ineti950s, 60s and 70s, as we discuss
further below: credit allocation policies; givingport to development banks; regulations
in support of development lending. For the most,paolicies such as those that were
largely eliminated in the 90’s - sometimes for gaedson, sometimes not- will be re-
discovered, modernized and made better.

2.11 Conclusion

More socially useful central bank frameworks thaffation targeting do exist. These
can help put decent employment, poverty reductiuh fenancial stability center stage in
macroeconomic policy making. But these must be leupgnted by other instruments and
supported by other institutions. General fiscaliqyls crucial for employment-oriented
macroeconomic policy. Other institutions, such egetbpment banks, fiscal policy support
of credit allocation mechanisms, capital managentechniques, and exchange rate
management are all necessary and important suppuaiicies to which we will now turn.
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2. Financial Policy and Structure
3.1 Introduction

The employment targeting approach to central basicypdescribed in the previous
section might seem quite alien to those schoolethénorthodox tradition of inflation
targeting and financial liberalization, in fact lip@es like those described above historically
have been quite common in both the currently dgesloand the developing countries
(Epstein, 2007). Over the years, central banks Hmen seen as agents of economic
development, not just agents of economic stabitinatAnd while sometimes central banks
have failed quite spectacularly in this missioreréhhave been other important success
stories, including important periods in the U.S_KlJ France, Germany, Japan, South
Korea and India, to name just a few examples. htigental Europe, the banking system,
often directed by the central bank in conjunctioithwthe ministry of finance, helped to
mobilize and direct credit for industrial developtheEven in the U.S. and U.K. these
policies were used to direct policy to promote absectors such as housing; in the U.S.
and the U.K., central bank policy and regulatiorsewised to promote the financial sector
as well.

As for developing countries, Alice Amsden descrilties key role that investment
banks played in the industrialization success esorsuch as South Korea, Taiwan,
Malaysia, Brazil, Argentina and others, in mobilgi and directing savings to key
industrial sectors, and in particular, those spieaig in exports. (Amsden, 2001). In many
of these cases, central banks were a key parteoftivernment apparatus that played a
supporting role by maintaining low interest ratesaintaining capital controls to help
stabilize exchange rates at competitive levels,saomletimes engaging in direct lending for
preferred purposes.

In some countries, engaging in these developmentes, using a wide variety of
instruments, was seen as a key part of the cddrdt's mission. After the Second World
War, there was a major transformation of centrakbag in the developing world. In many
respects, these changes paralleled those in thelopexd world just described. But in
developing countries, central banks were much rnammphaticallyagents of economic
developmenthen in many richer countries. (Epstein, 2007agn¢¢, we need to re-engage
central banks, finance ministries, and the findrsyatem generally in playing a much more
active role in generating employment, promotingedepment, and maintaining financial
stability.

This is especially true now that we have seen agmnsevere dangers of lightly
regulated private finance. But even before the mesnt disastrous crisis, the promise of
financial liberalization for development in poor urdries was lacking in supportive
evidence.

Still, we must be aware of the failures and excesdesome of these approaches in
some countries. As described in Amsden's bookgethaust be transparent, accountable,
and control mechanisms to ensure that these dewelually oriented financial institutions
do not contribute to macroeconomic instability, fiiseency or financial or political
corruption.
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3.2 The Performance of Liberalized Financial Systems
in Developing Countries®

The dominant financial policy in recent years insmnaeveloping countries, has
focused a financial liberalization. But while fir@al liberalization has had some successes,
for example, financial development in Costa Ricd anme other countries, it has also had
numerous failures. On the positive side of thermedasheet, liberalization has furthered the
integration of developing countries into global k&s. This has meant that some large
firms, especially in the context of privatizatiorograms, have received significant finance
through the internationally-integrated capital nedsk created or expanded following
financial liberalization. The finance providedtteese firms has often been cheaper than
that available via bank loans.

Still, there is little evidence that the growthapital markets increases access to or
lowers the cost of finance for those entreprenthat have long confronted severe capital
constraints. Indeed, as McKinley shows, commerbahks have concentrated their
activities in major urban areas of developing caest He goes onto explain that
“although aggregate statistics of financial deepgnimight have improved following
financial liberalization, access to credit has lmeepif anything, more unequal. The rural
population remains deprived of credit in most caest and is likely worse off compared
to the access to credit that state-owned agri@llhanks had previously provided” (p. 21).
McKinley (2005:23) concludes that, in the Africaase, the private sector has even less
access to credit after financial liberalizationrttefore.

Large, foreign-owned banks come to play a greattr in the domestic financial
system following the removal of restrictions onith@esence. Large, foreign-owned banks
that generally enter developing countries aftegrilization are often not responsive to the
needs of small- and medium-sized enterprises SMEs.

There is a large body of empirical evidence demratinag that domestic financial
liberalization has failed to deliver many of theveeds claimed by its proponents. Financial
liberalization has created the climate, opporturdtyd incentives for investment in
speculative activities and a focus on short-temaricial gains. In a number of cases, this
has "crowded out" long-term developmental retur@santed, the creation of a speculative
bubble may temporarily result in an increase irestinent and overall economic activity.
But an unsustainable and financially fragile enwinent or what Grabel (1995) terms
“speculation-led development” is unlikely to be time long-term interest of developing
countries. One channel by which the speculationdedelopment induced by financial
liberalization worsens the situation of the poothsugh its effect on financial fragility,
and ultimately on the prevalence of currency, bagland overall financial crises. Many
empirical studies find that financial liberalizatioincluding the liberalization of capital
accounts, often leads to currency and banking ciisee Grabel, 2003a,b,c and Reinhart
and Rogoff, 2008a and 2008b).

Financial liberalization also can worsen the sitrabf the poor by increasing income
and wealth inequality and by aggravating existingparities in political and economic
power. This is because only a very small proporabthe population is situated to exploit
the opportunities for speculative gain availableairliberalized financial environment.
Speculation-led development often creates a sr#s ©f financiers who maintain greater
ties to financial markets abroad than to thosdnairtown country, and it is also associated

12 See Epstein and Grabel (2006), for a discusditiese issues from which some of this is drawn.
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with a shift in political and economic power frommmfinancial to financial actors (Grabel,
2002).

3.3 The Role of the Financial Sector

Hence, to promote more and better employment, ppwverduction and reduce
financial instability, other financial policies amequired. To achieve these outcomes,
financial policies have to serve both general psego as well as achieve outcomes quite
specific to the needs of particular countries amgians. More specifically, the financial
sector can play an important and productive rolgromoting employment growth and
poverty reduction through the following channeisdn:

= Mobilize savings that can be used for productiweegtment and employment creation;

= Create credit for employment generation and powvextipction at modest and stable real
interest rates;

= Allocate credit for employment generation and hékp poor to build assets, including in
agriculture and in small- and medium-sized entegsriand in housing;

= Provide patient (long-term) credit for productivéphancing innovation and investment;

= Provide financing for public investment to provider employment generation and
productivity enhancement;

= Help to allocate risks to those who can most easity efficiently bear those risks;

= Help to stabilize the economy by reducing vulndigbto financial crises, pro-cyclical
movements in finance, and by helping to maintairnenate rates of inflation;

= Help the poor by providing basic financial and bagkservices.

= Increase domestic investments, and thus potesedifatediance

3.4 Challenges with Current Financial Structures

There are many challenges because the finanatidrsa many developing countries
are not currently performing these roles to an adtx degre€ Despite financial
liberalization, and in some cases even becaudefofancial structures in many developing
countries are not fostering development and povedyction. The same can be said of the
global financial system.In what follows, we highlight six key problems witturrent
financial structures in the developing wotfd.

3.4.1 Challenge no.1: Real Interest Rates and Interest
Rate Spreads are high

Real interest rate spreads remain very high in mdeyeloping countries, and
especially in sub-Saharan Africa. The banking sywsteare highly concentrated, often
foreign dominated, where banks hold high levelexiess reserves and lend primarily to
very large businesses and wealthier consumers. i8edz, 2008).Table 4 shows some
representative interest rate margins between lgndires and deposit rates.

13 Of course, there are examples of well performingricial sectors in some developing countries.
Most of these retain a significant degree of retjuha(see Stallings and Studart, 2006), for example
for a good discussion of Latin America.

 This section draws on McKinley (2006) and Epsteid Grabel (2006).

'3 Jronically, having large cash reserves may havenkesaving grace for some banks and banking
systems in the current crisis. A separate resestraty could assess the costs and benefits of these
reserves under different levels of financial stress
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Table 4 Interest rate margins in selected areas, 2000 - 2005

2000 2001 2002 2003 2004 2005 AVG
Madagascar 11.50 13.25 13.25 12.75 10.31 8.25 11.55
Sub-Saharan Africa 13.08 13.72 13.00 12.11 12.85 11.67 12.74
Low-Income 13.08 13.72 13.00 12.44 1217 11.26 12.61
World 7.35 7.14 7.18 6.97 6.47 6.52 6.94

Source: World Development Indicators (2007b)

3.4.2 Challenge no. 2: Credit Creation is too low

In many poor countries, high spreads and real ésterates are associated with
relatively low rates of credit creation.

3.4.3 Challenge no. 3: Global Savings are badly
misallocated

While savings rates are too low in some countri@dyigger issue is that savings are
badly mis-allocated globally. In recent years adfiaihof rich countries, most notably the
United States, has been running savings short+ilisive to investment, while many other
regions of the world have been saving more thay tave been investing. As a result,
poorer countries have become net lenders of ressuic the United States, or have
borrowed from the rest of the world much less ttiay had in earlier periodsAfrica on
the whole is still a net borrower of funds anddterall savings rate is lower than that of
the rest of the worldSo mobilizing more savings in Sub-Saharan Africaprinciple,
would be an important goal. However, if that sasirfgils to translate into domestic
investment and instead goes overseas, then rdfgngpvings rate there would do little for
growth or the poor. In Africa, especially, this blem of capital flight that has been
exacerbated by capital account liberalization,nsnaportant one (Boyce and Ndikumana,
2001). Capital management techniques, as we didmlssv, can help stem this capital
flight.

3.4.4 Challenge no. 4: Credit and Capital Flows are
Pro-Cyclical

When capital flows do come into many developingntoes, they are often short-term
and pro-cyclical, and sometimes associated witddsun-stops”. These can, in turn, lead to
financial crises that can have devastating econamacts, often especially for women
and the poor. Ocampo, 2003). Again, capital managénechniques as discussed below
can help countries manage such disruptive flows.

3.4.5 Challenge no. 5: Insufficient Amount of Long-
Term, Patient Capital

The short term and unstable flows of internatioregbital represent a more general,
severe problem facing many developing countriemrely, there is a dearth of long-term,
patient capital to support long-term investmengal®igs and Studart, 2006). Much capital
is of a highly short term nature, especially in po®rest countries in Africa, Asia and Latin
America. As a result, long-term productive investimis extremely difficult and costly to
finance.

3.4.6 Challenge no. 6: Insufficient Capital for Small
and Medium Enterprises and the Poor
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Finally, there is a lack of capital for small anddium enterprises and the poor in
most regions of the world (Stallings and Studa®&). This problem flows from many of
the "stylized facts" described earlier: the highl riaterest rates and interest rate spreads,
the mis-allocation of global financial resourcds short-term and pro-cyclical nature of
international capital flows, and the absence ofglterm, patient capital. An additional
reason is the ability of banks to allocate theiseés to high yielding, relatively safe,
government securities, which may crowd out lendin§ME's and others.

As we have seen, in many countries, the prefemedisn to this problem has been a
heavy dose of financial liberalization (Nissankel &ryeetey,1998; Honohan and Beck,
2007). Recently, liberalization has been combindti ¥he attempt to create a regulatory
framework which would monitor and guard againstfioial instability, while creating
space for private financial investment and entegproften from abroad. But as the current
crisis demonstrates, financial liberalization bgelf will not be sufficient to do the job
(Serieux, 2008; Honohan and Beck, 2007; HeintzRwitin, 2008).

(This paragraph is rather biased against MF: a rbal@nced take would be better e.g.
on interst rates, not always “excessively high” arsdially a lot lower than interest rates
typically charged by moneylenders; scale has bebieeed by some microlenders; and it is
a bit misleading to state that such loans do litilbelp SMEs as most microlending is not
designed to do that).Another increasingly popufgrraach is to build up the microfinance
sector. Micro lending can have some very positwmpdcts: sometimes interest rates are
lower than other alternatives facing borrowers sashoans from money lenders; some
micro-lenders have been able to achieve scalesaltebugh beneficial for some, the main
problems of microfinance are: 1) the interest ratedoans are often excessively high and
2) the scale of loans available is still too often low to facilitate a significant structural
transformation and significant increases in progiigt Such loans often finance
consumption loans, or the start of individual hoemeerprises at a very low scale, but are
not designed to help small and medium enterpriS&4ES). Still, to be sure, microcredit
has often found innovative solutions to the probldrat poor borrowers starting new
businesses lack collateral and are therefore net tabreceive loans from formal sector
financial institutions. A key challenge, then, @ ltuild on the successes of the micro-
banking sector, and devise ways to bring theseesges — modified as necessary — up to
scale.

3.4.7 Challenge no. 7: Insufficient attention to the
problems of rural borrowers

Even though people living in rural areas make @puist majority of the world's poor,
rural residents are the most underserved in tefirigancial services. A number of the
solutions presented below should be designed spadbjfwith the rural poor in mind.

3.5 Some Financial Solutions

On important approachhen,is to combine the resources available to formatose
financial enterprises and government financialitusbns such as the central bank with the
access, innovation, and lending experiences of amiedit institutions (Heintz, 2008;
Atieno, 2001; Aryeetey, 2001; Pollin, Githinji, aktkintz, 2008). There are several ways
to do this that have been suggested in the litexaaind also put into practice, if only on a
small-scale basis. Among the most promising aresghiat involve programs in which
formal sector institutions such as commercial baoksentral banks take positions in
cooperative, microcredit and other developmentroei@ financial institutions, either by
lending to them and or by taking equity positiomshiem. To be successful, these programs
usually involve government regulations and subsidieat generate carrots and sticks for
formal sector institutions to extend credit to #hasnaller institutions that then on-lend to
poor and/or small borrowers with good potential.
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Another way to raise lending and investment to esceb that it can have a
transformative impact is to creatdgevelopment banking institutiorthat take direct
positions in final borrowers who are engaged invéigs that will generate large numbers
of good jobs and high value- added, and contribbaiténe structural transformation of the
economy. The government of Madagascar is consigléhis approach, as we discuss in
more detail below.

Mobilizing financial resources and allocating th&nproductive units in key sectors
could be a crucial component of the developmeatesgly for developing countries.

Building on work we have undertaken in Ghana, So#étnica, Kenya and
Madagascar, we suggest financial policies and iations that could be implemented, such
as asset-backed reserve requirements, developraekiny, and loan guarantees, that can
help generate more investment in key sectors te@se employment and incomes for the
poor (Pollin, Epstein, Heintz, and Ndikumana, 20&8@stein and Heintz, 2006; Pollin,
Githinji, and Heintz, 2008; Epstein and Grabel, @00

Here we outline several policies along these lthe$ can be used to help re-deploy
and transform the financial sector to facilitate #1AP and help achieve more good jobs,
raise productivity, and reduce poverty in Madaga¥ti particular we will focus on three:
1) Asset backed reserve requirement (ABRR); 2) Igaarantees; and 3) development
banking.

3.6 Formal Sector Banks

Carrots and sticks need to be applied to formasdmnks to get them to lend more
to high- priority sectors , or that can be idertifiby the type of input-output analysis we
described above. Here we present two examplesroftsaand sticks that can be used to
encourage formal sector banks to become so engdgedfirst is asset- backed reserve
requirements (ABRR); the second, more extended pbaans loan guarantees.

3.6.1 Example I: Asset-backed reserve requirements
(ABRR)

As discussed in more detail in Pollin et al. (200@)8), with a system of asset-backed
reserve requirements (ABRR), banks are requiredotd reserves against their income-
earning assets. However, they are allowed to holaller required reserves on assets that
are identified as contributing to employment getienaand poverty reduction, perhaps
using the type of analysis we describe below. Wuosld encourage banks to lend directly
to high-priority sectors. Similarly, securities ussl by smaller institutions that are
experienced in making loans to small/poor borrowerssmall and medium sized
enterprises, microfinance institutions (MFIs), andal banking cooperatives can have
preferred reserve requirements as well.

3.6.2 Example II: Loan guarantees — Loan guarantee
schemel!

1 This section draws heavily on Epstein and Hei@06); Epstein (2007); Heintz and Pollin
(2008); Pollin et al. (2006, 2008).

' This section draws extensively on Pollin et alDQ@), especially chapter 9. Also see Atieno
(2001), who discusses such a program for Kenya.

18



A loan guarantee program could help to mobilizeueses from commercial banks
for on-lending to microcredit and other institutsoiwho have the knowledge and experience
to on-lend to cooperatives, small entrepreneurs baisinesses for productive activity, or to
make direct loans to the final borrowers, if thenoeercial banks so choose. The basic idea
is that the government would guarantee a certaicepéage of the loan, thereby reducing
the default risk faced by the bank; this can helsubstitute for collateral which most
borrowers in the target group will not be able tovide. This would also help keep the
interest rate charged to the final borrowers lower.

There has been extensive experience with loan gteaschemes spanning many
countries over many years. Green (2003) estimdisthere have been over 2000 loan
guarantee programs of various kinds in almost 1060ntries, including most OECD
countries as well as in many developing countfi®@gdence on their success is mixed, as
one would expect with some many schemes in so mpatgs. (Green, 2003; Beck, et. al.,
2008; Honohan, 2008). In the United States and @amaajor loan guarantee schemes for
small business are seen as quite successful. (G&@08, p. 22.) Many programs
established in Latin America in the 1980's and dme parts of Africa then a bit later,
however, are commonly seen as having failed. (Gnee®3.) Still, according to a UNIDO
sponsored study, the best developed African schewreesn Egypt, Morocco and South
Africa. (Green, p. 23).

While there are many types of loan guarantee progirave discuss one such type here
(see Honohan, 2008, Beck., et. al, 2008 and Gré68 for a discussion of other types of
programs.) Our suggested program works as folldle.government chooses to guarantee
a certain portion of loans from commercial bankotbrer lenders to borrowers who will
achieve program goals, such as generate more dgiet increase productivity, and
improve the quality of jobs, or invest in innovaisoor infrastructure to reduce the cost of
inputs or consumption goods consumed by the pout,thereby have strong multiplier
effects through the economy to raise the standflidiiog of the poor. The guarantees may
also underwrite a program by commercial banksnd @ microcredit institutions who will
then lend to final borrowers.

In setting up such a program, there are sevenassthat must be addressed:
1. How to determine to whom to lend
2. What should be the rate of loan guarantee?
3. How to monitor the program to avoid corruption¢cessive moral hazard, and inefficiency

3.6.3 How to determine to whom to lend

Indirect lending to development institutiofifie key here is to start with development
finance institutions that have the knowledge, treextord, and experience to identify final
borrowers that can use the credit productivelyreate decent jobs, directly or indirectly,
for themselves and, on a larger scale, for othretiseir community. The point is to raise the
scale and reach of these institutions. Carefuhtitte needs to be paid to the organizational
structure of the program, and it may vary from oagio region. But the key is to pool the
resources to be able to benefit from economiegalesand knowledge, without so much
centralization that the programs bypass small baere that can both benefit directly and
have the possibility to help create value for thedales and communities.

Direct lending by commercial bankié.the large banks want to start lending directly
to such borrowers, then, since they do not havack trecord of doing so, it would work
best if they were to develop a business plan difitkaent Employment Impact Statement”
that makes clear how many jobs, and at what wagd<anefits, would be generated by
their loans, and, if possible, some clear idedhefdomestic linkages and multiplier effects.
Such direct lending, especially to small and medanterprises, could be highly desirable,
but to receive the loan guarantees, they would bawemonstrate the likely employment
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effects. As we will see beow, a number of monitgramd enforcement mechanisms will be
useful to ensure that these employment impactacitslly forthcoming.

3.6.4 What should be the rate of loan guarantee?

In choosing the rate of loan guarantee, there amengber of considerations that must
be taken into account, including moral hazard, #mel cost of the program to the
government. The problem of moral hazard dictates tthe government guarantee must be
less than 100% of the loan, and possibly signifigdass. To reduce moral hazard (and the
cost to the government), other mechanisms thattifutesfor collateral should also be
developed, as we describe below. As we see monignthe cost to the government will
also depend on the rate of guarantee. The higkeratk of guarantee, all else constant, the
higher the cost to the government and the grehgeptoblem of moral hazard. However,
the lower the rate of government guarantee, the #Bactive will be the program to
lenders and to borrowers.

3.6.5 How much would this program cost the
government?

1.

2.

Setting aside administrative costs, the major twsthich the government would be
exposed is the cost of defaults. How large a cagildvthis be to the government? This
depends on the size of the program and the deftelt Let’s start first with the size of the
program. Take the case of Madagascar, for examgleording to the Madagascar Action
Plan (MAP), the government wants to raise the ddtgross domestic investment from
22.5% of GDP in 2005 to 30% of GDP by 2012 (MAFbmmitment 6). To help achieve
this goal, let’'s say the government implementsam Iguarantee program equal to 5% of
GDP (a little more than 20% of investment in 2008) the hope that this would
substantially raise the rate of investment accaortinthe MAP’s goal.

Now turn to the rate of default. Take the examgl®adagascar again. According to
the latest figures compiled by the Madagascar lbgnkiommission, the rate of non-
performing loans on the commercial banks was 907 and, at the height of the recent
political instability, it was 19.6%. Let's say thtlte rate of default was much higher than
that, say 30%. What would the cost of the program In this case, the cost would be .3 X
.05 = 1.5% of GDP. The budget deficit in 2007 whewt 500 billion Ariary, or 3.6% of
GDP.

If the default rate was 20% instead of 30%, wh&priobably a more realistic figure,
then the cost would be 1% of GDP, thereby raisirgliudget deficit by significantly less
than one third.

The program could be made cheaper of course byirgglthe guarantee rate. Hence
there is a tradeoff between the rate of guarartee, therefore, the cost to the government)
and the cost to the borrower, all else being equal.

What other changes could reduce the severity sfttadeoff? There are several:

Reduce the rate of default: If the rate of ddfashs lower, then the cost to the
government would be lower for any rate of guarantdaving a good system of
monitoring, and good programs of selecting and wagykvith borrowers, is crucial to
reducing the default rate. We discuss this belowemms of anti-corruption measures.
There other important measures learned from micedit and other lending, including
educational programs and mutual monitoring, (i@ tlext section????...this seems too
limited as it focuses on monitoring as an antigption tool but there is more to
“selecting and working with borrowers to reduce de¢ault rate” than that).

Reduce the base rate. There are several wayduding the base rate:
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= Less tight monetary policy can lower the base fateany given inflation rate.

= More competition in the banking system can lowes tate, which is quite high by
international standards.

= More competitive and better organized auctions mfegnment debt can lower the base
rate.

3.6.7 Monitoring and anti-corruption protection

As discussed in detail in Pollin, Githinji, and H& (2008), a potential problem with
any program is corruption. In business as well asvegiment, monitoring and
accountability issues will be crucial. In the caddhe loan guarantee program, it is quite
easy to see the form that corruption could takee@sally where the government guarantees
a large percentage of the loan: the lender andowerr could arrange a false loan; the
borrower could default, receive the payment frammgovernment, and split the proceeds.

Of course, close monitoring and accounting could, principle, prevent such
corruption from occurring. But monitoring itself h1aosts and there are advantages to add
complimentary measures to monitoring schemes tacedhe incentives for corruption.
Pollin et al. (2006, 2008) have designed an amiugion system based on escrow
accounts and “whistleblower” awards that can help down on the likelihood of
significant corruption. These are described brigflyhe following paragraph.

3.6.8 Incentive-based monitoring

Escrow accountsTo reduce the incentive for corruption, the goveznimcould
implement a system of escrow accounts. The acomontd work as follows: the lender
places a percentage of the loan in an escrow atedtinthe government or central bank.
If there is a default, the lender will receive tAmount placed in escrow only after a
thorough investigation of the case to establishetivgas no corruption involved. If there is
no default, then the borrower receives the amoutiteaend of the period, which can then
be rolled over as part of the new loan with miniradministrative interventions (forms,
filings, etc.) or can be repaid to the lender. Seshrow accounts clearly cut down on
incentives for corruption, but this is at some dogeerms of the availability of funds to the
borrower.

Whistleblower incentivesThis is another incentive-based monitoring measure
suggested by Pollin et al. (2007), based on anpdeaoted by Dean Baker. His idea is to
create large penalties for fraud, combined withhhigwards for “whistleblowers”
(combined with strong penalties for fraud on thgart). For example, defrauding the loan
guarantee system would involve large civil and fladgseven criminal penalties. Bank
employees or others with key information used toveror to lead to investigations that
would prove fraud, receive a sizeable financialaely

Corruption and inefficiency can plague all economiwleavors, be they private or
public. Having sensible, serious policies in pleceeduce the incentives for corruption and
to identify and penalize can make a key differermween a successful and an
unsuccessful program.

One objection to these types of mechanisms isth&at might seem to be similar to
the “directed lending programs” that have failecearlier periods. However, the programs
described above are designed to incorporate stmogitoring and anti-corruption
mechanisms and are also part of development pragthat are embedded inlarge-scale
market-based initiatives.

3.6.9 How to pay for the loan guarantee program
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Loan guarantees can be attractive, at least oartugi basis, to foreign aid donors.
But donors aside, a key source of funds could tedicated tax which underwrites this set
of financial incentives for economic transformatio®f course there will be many worthy
demands on tax revenues. We argue here that aittenglemands that should be
considered, is a loan guarantee program to helprgeninvestments in good jobs for the
long term.

3.6.10 Development banking initiatives

Development banking initiatives were crucial in teaccessful development of
industrial economies of Asia and Latin America, WwAkce Amsden calls “The Rise of the
Rest” (Amsden, 2001), but the reputation of “depetent banking” experiences in Africa
has been seriously tarnished. Yet the major chgdlerfor development and financial
policies — and the insufficiency of financial lilbéization as a solution - call for a re-
consideration of numerous policy options, includihg revival of development banking
(Ndikumana, 2007). Success of development bankiitigtions edit in Africa depends on:
integration of development finance institutionsoirthe national development agenda;
appropriate governance; efficient operating procestuminimizing non-interest barriers to
access to credit; and innovative strategies fornimdilization of stable long-term funds
(Ndikumana, 2007, p. 32).

Integration of finance institutions means that design of the national development
plan should specifically take into account the rle¢hese institutions. This could include
the mandating that development banking institutidosus on specific sectors; the
government developing a monitoring system to evaluthe performance of the
development banks; and a system of incentives toréhgood performance and to penalize
poor performance. (Ndikumana, 2007).

3.7 Central Bank Support for Development Banking and
Small-Scale Financial Institutions

As discussed in Epstein (2007a), central banks hasterically played a much larger
role in supporting longer-term economic developngrdls than has become fashionable
more recently. This has been true both in devetppibuntries and in the now developed
countries. Central banks, acting as agents of dpugnt, have bought long-term bonds for
infrastructure development; kept and administerdteréntial interest rate ceilings in
support of favored sectors, such as housing in ndawgloped countries (Epstein, 2007a);
used their discount window to discount loans faecsplized lending institutions, such as
microcredit institutions in Asia (Asian Developmdsdnk, 2000); and provided efficient or
even subsidized financial services for specialimstitutions playing important social roles.
These policies have not always been successfulif ipldnned carefully with monitoring
and safeguards, have an important part to playdhiliming and re-deploying finance for
development purposes. For example, central bankosugdor the Grameen Bank in
Bangladesh and for rural development banks in Ied@nhave been very successful (Asian
Development Bank, 2000) in terms of offering lodasrural inhabitants and providing
financial services. in what sense? In terms of jolesited, outreach???. Another role that
central banks have successfully played is the memagt of funds from the central
government, and on-lending to MFIs and other ia8ths engaging in rural and small
business lending (Ndikumana, 2007; Asian DevelogrBank, 2000).

In addition, central banks can play an importargnpstional role in undertaking
studies relevant to developmental finance, and ighoy data and technical support to
institutions undertaking more active financial bnd training (Asian Development Bank,
2000). In countries that have successfully develapegidly, central banks have taken an
active role in mobilizing and channeling resouréamsdevelopmental purposes (Epstein,
2007a).
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3.8 Diagnostic Il: Using Input-Output Models with
Credit Allocation Data to Help Allocate Credit

One big question that arises from this approa¢héddollowing: how does one figure
out what sectors should be promoted in the hopasliley will generate more employment
and poverty reduction? This question must be ajgexh at several different levels. At a
general level, there are broad diagnostic toolsh sas the one briefly described in this
section, that can be applied to identify promissegtorsBut as we will see, this tool can
only give a broad indication. To implement a stratgy of credit promotion as we have
described, there is no substitute for having ingtitions — public and private — with
intimate knowledge of the local economy and contexihd with the incentives and
management to make detailed decisions. As we havesdribed above, there are
mechanisms to mobilize and re-direct banks and otlenstitutions to carry out this
knowledge acquisition and investments.

Still, the diagnostic tool described below can bhegy useful planning tool at a broad
level. Using readily available data, sectors likédy generate directly and indirectly, a
significant number of jobs can be determined. Tt step is to design programs so that
the financial sector will support these sectors. Wesent below some data from
Madagascar, similar work in South Africa and Kehga also been done.

3.9 A Sectoral Analysis of Finance and Employment

The input-output diagnostic tool in the case of Bigascais described here(see Epstein,
et. al.,, 2008).Table 5, based on the Madagascar enterprise \sushiews the extent to
which various sectors had their credit needs met.

Table 5 Large enterprises in key sectors have easiest access to credit in Madagascar

Branch and Type of Enterprise Satisfied (%)
Extractive activities 100.0
Manufacturing 27.8
Production and distribution of energy 100.0
Construction 43.6
Trade 28.6
Hotels and restaurants. 34.2
Transport and communications 63.4
Real estate and other services 16.3
Microenterprises 30.3
SMEs 46.7
Large enterprises 51.0

Source: Madagascar Enterprise Survey (2005)

To what extent are these sectors creating jobs veages for the economy? To
understand how to answer this question, we needki® a short detour to explain the
construction of the input-output diagnostic tool.

3.10 The Input-Output Model

To understand the dynamics of output, employment,\alue-added in a country, we
constructed a standard input-output (I-O) modelM@adagascar, which also incorporated
employment data from the 2001 household surizg(éte Aupres des Ménayyegbe most
recent data available. Specifically, we quantifg telative impact of economic stimuli to
particular sectors (e.g., clothing or tourism) ar $pecific categories of aggregate
expenditures (e.g., exports, household consumptisnjnvestment). In addition, we
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examine the industrial structure of the Malagasynemy, particularly with regard to the
density of upstream and downstream linkages.

In Madagascar, wage employment accounts for aivelatsmall fraction of total
employment. Various forms of self-employment, mautiarly agricultural self-employment,
account for the majority of employment. Thereforgpical employment multipliers —
which are often predicated on the assumption ofenagployment —do not fully assess the
overall employment impact of different economicigiels and stimuli. In the case of self-
employment, the impact will likely take the form iotreasing earnings (i.e. value-added)
instead of increasing the number of “jobs.” Of amyrchanges in the relative earnings of
different types of employment may result, over timnedifferential entry into and exit from
specific economic activities. This could ultimateBiter the composition of self-
employment. We do not focus on the long-run effefttabor migration and mobility in
our analysis. Instead we focus on short-run chatmésbor market outcomes. In the case
of the self-employed, for the type of analysis pedshere, assumes that the direct impact
of a sectoral or aggregate economic stimulus wahifest itself in terms of increases in
value-added and earnings.

For wage employment, we calculate typical employimmanltipliers using the 1-O
model. We estimate wage employment/output ratiogstiie various sectors. We were
concerned that a total count of employment in wageditions could overstate the
employment impact of a given change in output,eumederemployed individuals would be
weighted the same as a full-time employee. We aigoted to take into account the fact
that individuals frequently are engaged in morentbae type of employment. Therefore,
we converted all wage employment in primary andosdary activities into “full-time
equivalents.”

The output multipliers show the impact of a 1 roitli Ariary increase in the final
demand for output of the industry in question dalteconomic output in Madagascar. The
value-added multipliers can be interpreted in @lpglrmanner. They indicate the impact on
value-added, not industrial output. Value-addeddsal to the value of industrial output
less the value of intermediate inputs used in proodn. Therefore, the value-added
multiplier must be less than the output multipli@he difference between the output
multiplier and the value-added multiplier refledisect and indirect changes in the demand
for domestically produced intermediate inputs aiséed with a change in final demand.
The value- added multiplier is a better indicatbthe impact of expanding the sector on
incomes in Madagascar than is the output multipli®giso of interest are the wage
employment multipliers. These indicate the totamber of jobs (measured as full-time
equivalents, as discussed above) across all sebtarsvould be generated by a 1 million
Ariary increase in the final demand for the outpiuthe specific sector in question.

One of the reasons for the variations in the sizéhe multipliers, particularly the
output multipliers, is that different industrialcsers have different linkages to the domestic
economy. Some sectors have a large number of ‘@grstr linkages to other activities —
meaning that they utilize a large amount of dorgedlti produced inputs in their
production processes. Others have “downstreaméagiek — their outputs are used by other
domestic firms to produce final goods and servitedustries may have weak multipliers
when they import the inputs used in production.sTikione of the principal leakages that
occurs in a standard 1-O model. In our model, whictorporates endogenous household
consumption, we note that leakages can also ochenwouseholds buy imported goods
instead of domestically produced ones.

We can construct general indicators of the extdnumstream and downstream
linkages in the Malagasy economy. The density dftngam linkages is estimated by
calculating the value of domestically sourced ispag a percent of the value of total non-
labor inputs into production (calculated at markeices). The density of downstream
linkages is estimated by the amount of domestiastrithl demand expressed as a percent
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of total domestic output for each sector. In additiwe calculate an indicator of the
intensity of use of imported inputs — the valuenoported inputs expressed as a percent of
total non-labor production costs.

Table 6 Consolidated industry multipliers in Madagascar

Multipliers
Employment (per million Ariary) Upstream Linkages
Output (per Value-Added Wage Non-Ag. Domestically Sourced
million (per million Inputs as % of Non-
Ariary) Ariary) labor Production
Costs

Agriculture 34 2.0 292 157 65%

Extractive 35 1.8 384 340 71%

industries

Manufacturing 3.3 1.5 264 203 65%

Energy 2.3 0.7 3N 295 36%

Construction 3.0 14 208 174 53%

Commerce/trade 35 20 278 227 75%

Hotels and 35 1.3 289 236 72%

restaurants

Transport and 35 1.7 342 299 76%

communications

Real estate and 39 1.9 507 458 89%

business services

Source: Derived from input-output tables (2001) (see Epstein, et. al. 2008)

Using these multipliers, we can see that in Madaaascredit is apparently not
currently directed to the sectors that would geeethe most jobs, either directly or
indirectly'®

Table 7 Credit is not allocated to sectors with highest
multipliers or upstream linkages

Sector % of Credit Needs Value-Added Upstream Linkages
Satisfied Multiplier
Commerce/trade 26.6 2.0 75%
Agriculture NA 20 65%
Real estate/Business services 16.3 1.9 89%
Extractive industry 100 1.8 71%
Transpiration/Communications 63.4 1.7 76%
Manufacturing 27.8 1.5 65%
Construction 43.6 1.4 53%
Hotels/Restaurants 34.2 1.3 72%
Energy 100 N 36%

Source: Authors’ input-output analysis.

'8 The term "directly” refers to the employment gexted within the particular sector; by “indirectly”
we mean the employment generated in the sectarsehanputs to the sector at issue.
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3.11 Conclusion

The financial sector, which in many countries hage failed to play an important role
in development, must be mobilized to help promagetbpment, poverty reduction and
decent employment. This section suggested someratenapproaches, policy tools, and
diagnostics to help carry out these mobilizatiof. @ourse, these are very general
approaches and they must be fine tuned and mad#isge the country contexts when
actually applied.

With globalization and the increased integration emfonomies — with all their
attendant opportunities and risks — employmentne macroeconomic policy must also
cope with the crucial international macroeconomimeahsions to succeed. Among the
many international issues that bear on this propleendeal next with just two: exchange
rate management and management of capital flonesél'are both intimately related to the
issues of financial stability and employment orsghinacroeconomic policy.

4. Exchange Rates and Capital Management

4.1 Introduction

International financial markets have become treamise for developing countries.
Even in the best of circumstances, developing c@astby virtue of their size and location
in the global economy, cannot help but be buffdtgdnajor swings in the markets. Still,
developing countries can undertake policies toqmtothemselves from the exigencies of
global prices, commodity and financial flows. Armd ¢almer times, these countries need
tools to best manage their macroeconomic need$mwvdtiglobal context, especially if they
want to achieve better outcomes for decent emplaynpoverty reduction and financial
stability. We have seen that an employment orienmtezhetary and financial policy
framework needs to be able to have a stable angetitive real exchange rate, the ability
to mobilize and allocate credit to desired secte@asonable real interest rates and inflation
rates, and financial stability.

Managing the real exchange rate and internatioeld dnd capital flows is crucial to
achieving these outcomes. These are difficult aveser the best of circumstances, and
become extremely difficult to achieve in a contektwide-spread financial liberalization,
as unstable and pro-cyclical inflows of capital tead to inappropriate real exchange rates.
Also, when capital suddenly stops coming in andh leaves ("sudden-stops”) it can leave
a trail of debts and problems that are difficultctope with. Hencegapital management
techniqueswidely used by successful countries such as Clidéa, South Korea, Taiwan,
Singapore and others, need to be employed to déaltinese swings in capital and debt
flows, as well as for managing the real exchange ra

Capital management techniques have been used bwriaty of countries to
supplement the macroeconomic poltopl-box in light of our earlier discussion of targets
and instruments available to central banks andnéiz authorities in general. As
discussed,, central banks need more tools if theyta achieve a larger number of
objectives. Capital management techniques are ath@nignost important tools that can use
to help deal with the exigencies of the intermaidinancial markets.
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4.2 Capital Management Techniques™®

Capital management techniguesfers to two complementary (and often overlagpin
types of financial policies: policies that govémternational private capital flows and those
that enforce prudential management of domestimiiiz institutions. Regimes of capital
management take diverse forms and are multi-faceBagpital management techniques can
be static or dynamic. Static management techniguesthose that authorities do not
modify in response to changes in circumstancegit@&ananagement techniques can also
be dynamic in that they can be activated or adjuatecircumstances warrant. Three types
of circumstances trigger implementation of managentechniques or lead authorities to
strengthen or adjust existing regulations--changeghe economic environment, the
identification of vulnerabilities, and the attenptclose loopholes in existing measures.

Some types of capital management techniques havevan track record, not just in
the decades that followed WWII, but in the currentironment as well. This latter fact is
increasingly recognized today, even by many prontireconomists and the IMF (eg.,
Prasad et al., 2003) who have recently written eratpositively (2008)—though
nevertheless cautiously—about the role of certgded of market-based, temporary capital
management techniques .The problems associated unfiitered international private
capital flows have become quite obvious, partidylar light of the current financial crises
Capital management techniques played criticallyartgnt roles during the high-growth
eras of Japan and South Korea and were successfupjoyed in Brazil in the 1950s and
60s. (e.g., Nembhard, 1996). Chile and Colombxessfully used capital management
techniques during the 1990s. The Malaysian goventrauccessfully employed stringent
capital management policies in 1994 and 1998. alnflingapore, China, and Taiwan POC
employed diverse strategies that could be termedn(éf not by the government itself)
capital management techniques during the 1990s.

Epstein, Grabel and Jomo (2003) presented sevenstadies of the divers capital
management techniques employed in Chile, Colomkaayan Province of China, India,
China, Singapore and Malaysia during the 1990<e CHses reveal that policymakers were
able to use capital management techniques to acluidtical macroeconomic objectives.
These included the prevention of maturity and lioca mismatct; attraction of favored
forms of foreign investment; reduction in overahancial fragility, currency risk, and
speculative pressures in the economy; insulatiomfthe contagion effects of financial
crises; and enhancement of the autonomy of econ@miat social policy, including
employment generation. The paper examines thetstal factors that contributed to these
achievements, and also weighs the costs assocdtbdthese measures against their
macroeconomic benefits. (See Grabel, 2003)

The general policy lessonsf these seven experiences are as follows.

9 This section draws extensively on Epstein, Grabel Jomo (2003) and Epstein and Grabel
(2006), and the papers by Grabel in the refereactos.

%0 Maturity mismatch occurs when borrowers financegleerm obligations with short-term credit,
leaving them vulnerable to changes in the supply @esst of credit. Locational mismatch occurs
when borrowers contract debts that are repayabfergign currency, leaving them vulnerable to
currency depreciation that increases the cost loff skrvice.
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1.

Capital management techniques can enhance ofieaaitial and currency stability,
buttress the autonomy of macro and micro-econowlicyy and bias investment toward
the long-term.

The efficacy of capital management techniquesglkdst in the presence of strong
macroeconomic fundamentals, though managementitgescan also improve
fundamentals.

The nimble, dynamic application of capital managettechniques is an important
component of policy success. 4.) Controls ovearimdtional capital flows and prudential
domestic financial regulation often function as ptementary policy tools, and these tools
can be useful to policymakers over the long run.Skate and administrative capacity play
important roles in the success of capital manageteehniques. 6.) Evidence suggests
that the macroeconomic benefits of capital managéteehniques probably outweigh
their microeconomic costs. 7.) Capital managertenitniques work best when they are
coherent and consistent with a national developwieitn. 8.) There is no single type of
capital management technique that works best faleakloping countries. Indeed our
cases, demonstrate a rather large array of efeetgishniques.

Tables 8 and 9 summarize many of the key aspedalsirapacts of the capital
management techniques employed by a range of demgl@ountries during the 1990s
(from Epstein, Grabel and Jomo, 2003). These tatdemplement the discussion below by
giving quite specific and concrete country expereato illustrate the general points about

capital management techniques in the discussidriahaws.

Table 8 Experiences with Capital Management Techniques in the 1990's*

Country Types of Capital Management Techniques Objectives of Capital Management Techniques
Chile Inflows -Lengthen maturity structures and stabilize inflows
Inflow management
FDI and PI: One year Residence Requirement -help manage exchange rates to maintain export
30% URR competitiveness
Borrowing Restrictions:Tax on foreign loans:
1.2% per year -protect economy from financial instability
Outflows: No Restrictions
Domestic financial Regulations: strong
regulatory measures
Colombia Similar to Chile Similar to Chile
Taiwan Inflows -Promote industrialization
non-residents
-bank accounts can only be used for domestic -Help manage exchange for export competitiveness
spending, not financial speculation
-foreign participation in stock market regulated -Maintain financial stability and insulate from foreign
-FDI tightly regulated financial crises
residents
regulation of foreign borrowing
Outflows
Exchange controls
Domestic Financial Regulations
-restrictions on lending for real estate and other
speculative purposes
Singapore "Non-Internationalization" of Singapore $ -to prevent speculation against Singapore $

inflows

outflows

non-residents

-financial institutions can't extend S$ credit to
non-residents if they are likely to use for
speculation

-non-residents: if they borrow for use abroad,
must swap first into foreign currency
Domestic Financial Regulations

-restrictions on creation of swaps, and other

-to support "soft peg" of S$

-to help maintain export competitiveness
-to help insulate Singapore from foreign financial
crises
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derivatives that could be used for speculation

against S$
Malaysia Inflows -to maintain political and economic sovereignty
-restrictions on foreign borrowing
Outflows - kill the offshore ringit market
non-residents
-12 month repatriation waiting period -shut down offshore share market
-graduated exit levies
inversely proportional to length of stay -to help reflate the economy
residents
exchange controls -to help create financial stability and insulate the
domestic financial regulations economy from contagion
non-residents
-restrict access to ringit
residents
encourage to borrow domestically and invest
India Inflows -support industrial policy
non-residents
Strict Regulation of FDI and PI -pursue capital account liberalization in an incremental
Outflows and controlled fashion
non-residents
-none -insulate domestic economy from financial contagion
residents
exchange controls -preserve domestic savings and forex reserves
Domestic Financial Regulations
-strict limitations on development of domestic -help stabilize exchange rate
financial markets
China Inflows -support industrial policy

non-residents

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

Outflows

non-residents

-no restrictions on repatriation of funds
-strict limitations on borrowing Chinese
Renminbi for speculative purposes
residents

exchange controls

Domestic Financial Regulations
-strict limitations on residents and non-
residents

-pursue capital account liberalization in incremental
and controlled fashion

-insulate domestic economy from financial contagion
-increase political sovereignty

-preserve domestic savings and foreign exchange
reserves

-help keep exchange rates at competitive levels

Sources: Epstein, Grabel and Jomo, 2004.
*This description applies to the experience during the 1990's and not necessarily in the current period.

Table 9 Effects of Capital Management Techniques in Seven Cases

Country Achievements Supporting Factors Costs
Chile -Altered composition and -well designed policies -higher cost of capital for small
maturity of inflows -offered foreign investors good firms
-reduced vulnerability to returns
contagion -state capacity
-flexible application
Colombia -similar to Chile but less -less state capacity than Chile
successful -less flexible
Taiwan POC -kept debt load manageable
-help to keep competitive
exchange rate
-insulated from financial
crises
-helped to maintain economic
sovereignty
Singapore -insulated from disruptive -strong state capacity -possibly contributed to a less

speculation

-strong economic

developed financial sector
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-helped manage soft peg
-contribute to financial
strength

fundamentals

Malaysia

-facilitated macroeconomic
reflation

-helped to maintain domestic
economic sovereignty

-public support for policies

-possible cronyism/corruption

India

-facilitated incremental
liberalization

-insulated from financial
contagion

- helped preserve domestic
saving

-helped to maintain economic
sovereignty

-strong state and bureaucratic
capacity
-stong public support

-restricted the development of
the domestic financial sector

China

-facilitated industrial policy -
insulated economy from
financial contagion

-helped to preserve savings

-strong state and bureaucratic
capacity

-strong economic
fundamentals

-constrained the development of
the financial sector
-facilitated corruption

-helped to manage exchange
rate and facilitate export led
growth

-helped to maintain
expansionary macro-policy
-helped to maintain economic
sovereignty

Source: Epstein, Grabel and Jomo, 2004.

4.3 Managing Real Exchange Rates

Exchange market intervention, supported by capitahagement techniques can be
helpful, and indeed might be essential to help taiina stable and competitive real
exchange rate as we discussed earlier. China,akdraiwan, India and many other
countries have used capital management technigseanaadditional tool to support
employment and growth policies undertaken by gawemts, including by the central
bank.

Examples include, Galindo and Ros (2008), as paEpstein/Yeldan's project on
alternatives to inflation targeting in Mexico. Galb and Ros found that monetary policy
was asymmetric with respect to exchange rate moneméightening when exchange rates
depreciated, but not loosening when exchange ageeciated. This lent a bias in favor of
an over-valued exchange rate in Mexico. They pre@o$eutral’ monetary policy so that
the central bank of Mexico responds symmetricatlyeikchange rate movements and
thereby avoids bias toward over-valuation withaundamentally changing the inflation
targeting framework. In their own words, ‘the cahbank would promote a competitive
exchange rate by establishing a sliding floor te #xchange rate in order to prevent
excessive appreciation (an ‘asymmetric band'...).sThould imply intervening in the
foreign exchange market at times when the excheatgehits the floor (i.e., an appreciated
exchange rate) but allows the exchange rate &t fteely otherwise.” They point out that
such a floor would work against excessive capitéliows by speculators because they
would know that central bank will intervene to stexcessive appreciation. If need be,
Galindo and Ros also proposed temporary capitatralsn(as do others from the
PERI/Bilkent project) as a way of maintaining é#taand competitive real exchange rate.
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4.4 Policies toward Foreign Borrowing to Help Maintain
Financial Stability®

In the current crisis, excessive foreign borrowivag made some countries especially
vulnerable to "sudden stops" in the flows of finahoesources.

One way of dealing with such problems is for dep&lg countries to consider
drastically reducing their reliance on foreign bdoéns. For example, policymakers could
enforce strict ceilings on the volume of new foreigans that can be incurred. Such
ceilings might involve strict limits on the allowlatratio of foreign to total loans, or might
require that firms finance only a certain perceatagjitheir projects with foreign loans that
have a certain maturity and/or locational profile.

Once the worst of the current crisis is over argigaificant amountof capital flows
resume, restrictions on foreign borrowing coulddeployed dynamically as circumstances
warrant, following the trip wire-speed bump apptoadnder this approach, policymakers
monitor a trip wire that measures the economy’s)etdbility to the cessation of foreign
lending. This involves calculating the ratio ofetlgovernment’s holdings of currency
reserves to private and public foreign-currency oteinated debt (with short-term
obligations receiving a greater weight in the clltan). If this ratio approached an
announced threshold, policymakers would then aetivea graduated speed bump that
precluded new inflows of foreign loans until circstiamces improved.

Policy can also discourage--rather than prohibie--tise of foreign loans as a source
of finance. Tax systems can be used in a numbewayfs to discourage domestic
borrowers from incurring foreign debt obligationBomestic borrowers could pay a fee to
the government or the central bank equal to a icepgarcentage of any foreign loan
undertaken. This surcharge might vary based orstiiueture of the loan, such that loans
that involve a locational or maturity mismatch ineuhigher surcharge. Alternatively, the
surcharge might vary based on the level of indefs#esl of the particular borrower
involved, such that borrowers who already hold éafgreign debt obligations face higher
surcharges than do less-indebted borrowers. Ehiddsed approach could encourage
borrowers to use domestic sources of finance dimege would not carry any surcharge.
Another strategy could involve varying the surcleasagcording to the type of activity being
financed by foreign loans. For instance, borroveensld be eligible for a partial rebate on
foreign loan surcharges when loans are used todméypes of production that are highly
employment intensive.

To the extent that borrowers assume at least samsgh loan obligations, it is
imperative that the allocation and terms of thesn$ be managed by the government.
Careful management of the allocation of foreign tdebn ensure that it is used for
productive, developmental purposes. Prior to famenliberalization in the 1990s, many
governments in East and Southeast Asia tightlydinated allocation and access to foreign
loans. Until quite recently, policymakers in Chiaad India maintained tight restrictions
on foreign borrowinghrough a variety of means

In general, authorities should avoid widespreadturity and locational
mismatches. A Maturity mismatch occurs when bormswBnance long-term

obligations with short-term credit, leaving themnarable to changes in the supply
and cost of credit. A locational mismatch occuttsew borrowers contract debts

L This section draws heavily on Epstein and Grab@06), and Grabel (2003c).
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that are repayable in foreign currency, leavingntheulnerable to currency
depreciation that increases the cost of debt servic

In addition to the ceilings, surcharges or appropabcesses discussed above,
policymakers can design trip wires and speed buimtsare designed to keep the levels of
maturity and/or locational mismatch below the catithresholds. A trip wire for locational
mismatch is the ratio of foreign-currency denomedatdebt to domestic-currency
denominated debt (with short-term obligations reiogi a greater weight in the
calculation). A trip wire for maturity mismatch tise ratio of short-term debt to long-term
debt (with foreign-currency-denominated obligatiomseiving a greater weight in the
calculation). A graduated series of speed bumps rdguire borrowers to reduce their
extent of locational or maturity mismatch would imeplemented whenever trip wires
revealed the early emergence of these vulnerasiliti

In cases where foreign loans have been signifieatdnomic reforms that promote
growth could replace the resources initially Idghere is a reduction in foreign borrowing
due to the measures described above. Governrardtsentral banks that take steps to
restrict foreign borrowing can replace at least soof the finance that is forgone by
implementing measures that increase their abititgnobilize and channel domestic saving
to projects that are central to a pro-poor grovganala.. In this connection, measures that
restrict the exit options of domestic savers argrimsses would increase the pool of capital
available domestically.

There is a strong case for restricting the accésmomestic savers to foreign capital
markets. The flight of domestic investors can gelfinancial instability, and reduce the
tax base and the pool of domestic savings availfdrlallocation by domestic financial
institutions. For these reasons, there is a stoasg for restricting the ability of domestic
investors to hold foreign savings accounts and gadgacapital flight.

There is plenty of evidence that when properly enmnt, management of inflows
and outflows of portfolio investment can enhance dbility to undertake macroeconomic
policy and help achieve developmental goals. Tieess of blunt restrictions on portfolio
investment in China, India, Chile and Colombia ssgjgthat foreign investors do not
necessarily shun countries with minimum-stay regagnts on foreign investment or other
types of capital management techniques. We haeesalen that the tax system can be used
to influence the composition and/or maturity stametof international capital flows. The
potential for flight by domestic investors and savean be reduced via implementation of
exit taxes, prohibitions on flight, or restrictions access to foreign currencies. Finally,
Malaysian experience suggests that speed-bump regtegement of portfolio investment
can be effective as well.

4.5 Conclusions

To reiterate, there is extensive knowledge abaukthds of macroeconomic financial
policies likely to protect national economies frahe instabilities of global finance and
achieve their goals of promoting employment, pgrereduction and sustainable
development. The main policy lessons are that:

1. central banks should implement a real targetingagah to monetary policy in order to
facilitate the achievement of expansions in deeemployment, enhance financial stability,
and promote credit allocation to decent employngemnterating investments

2. Central banks should develop additional tools thiea® these goals, and furthermore,
should cooperate with other arms of governmentitggbabout these results. Central banks
cannot achieve these activities alone. They mustdimate with other key governmental
and private actors.)
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. Market allocation of finance needs to be embeddedstiong financial regulations
oftensupplemented by an important role for govemngaiidance of finance to important
sectors,

. There are a large variety of successful ways to thsefinancial system to mobilize
anddirect finance that make a judicious use of etaikcentives, government guarantees
and monitoring to ensure that the finance goesd¢@mby productive purposes and the poor
. Central banks, along with other public financiaktitutions need to be involved in
promoting a developmental role for finance , and

. Capital management techniques, usually of a dynamét flexible nature, can be a very
important tool for reducing the negative aspectsglabal financial integration while
enhancing the positive aspects.

It is crucial to recognize that different policiese likely to be more relevant to
countries at different levels of development. Thevél of development” is likely to affect
the choice of the appropriate mix of policies awtiqy institutions in a number of crucial
ways: 1) Government capacity will have a big impactthe complexity and breadth of
government management that a country can impler®efithe over-all degree income,
wealth, infrastructure and human capital will olmsty affect the policy priorities
governments will need to pursue 3) the mixture gifcalture, manufacturing and services
in the economy, will likewise affect the transniss mechanisms of monetary and
financial policy. These are just a few examplethefways that "level of development" will
play a crucial role in determining the availabled amseful policy options for particular
countries.

The overriding message of this paper is that a wadge of macroeconomic, financial

policies and experiences do exist, that policymskan draw upon and adapt in accordance
with their employment-oriented growth objectives.

33






References

Amoaka-Tuffour, Joe. 2002. Forging linkages betwiemal and informal financial sectors:
emerging practices in Ghanghe African Finance JournaVolume 4, Part |. pp. 1 —
31.

Aryeetey, Ernest. 2003. Recent Developments incAfri Financial Markets: Agenda for
Further Researcldpurnal of African Economied 2 supp 2): iil11-il52.

Aryeetey, Ernest and Christopher Udry. 1997. Tharatteristics of informal financial
markets in sub-Saharan Africdournal of African Economie$ 1): 161-203.

Asian Development Bank 2000he Role of Central Banks in Microfinance in Asraldhe
Pacific, ADB.

Atieno, Rosemary. 2001. ‘Formal and informal ingtans’ lending policies and access to
credit by small-scale enterprises in Kenya: an eingliassessment.” AERC Research
Paper 111, Nairobi: African Economic Research Cdnsu.

Amsden, Alice. 2001The Rise of the Rest: Challenges to the West fatenlhdustrializing
EconomiesOxford: Oxford University Press.

Ball, L. and Sheridan, N. 2003) "Does Inflationrdeting Matter?" IMF Working Paper No.
03/129.

Barbosa-Filho, Nelson. 2008. ‘Inflation-targetimgBrazil: 1999-2006.International Review
of Applied Economic22 2): 187-200.

Beck, Thorsten, Leora F. Klapper and Juan Carlosddea. 2008. "The Typology of Partial
Guarantee Funds Around the WorldVorld Bank Development Research Group,
Working PaperSeptember.

Bernanke, Ben S., Thomas Laubach, Adam S. PoseRradéric S. Mishkin. 1999nflation
Targeting: Lessons from the International Exper@n€rinceton, NJ: Princeton
University Press.

Blejer, M., Leone, A.M., Rabanal, P. and Schwa®&z2001. Inflation targeting in the context
of IMF adjustment ProgramBjternational Monetary Fund Working Papero.01/31.

Boyce, James K. and Léonce Ndikumana. 2001. “lscAfa net creditor? New estimates of
capital flight from severely indebted Sub-SaharafricAn countries, 1970-1996,”
Journal of Development Studj&38(2), 27-56.

Bloomfield, Arthur 1. 1957. “Some Problems of CextrBanking in Underdeveloped
Countries”, The Journal of Financé/ol. 12, No. 2. May, pp. 190-204.

Braunstein, Elissa and James Heintz, 2006. "Ger®las and Central Bank Policy:
Employment and Inflation Reductionlnternational Review of Applied Economics
March, 2008.

Bruno, Michael. 1995. “Does Inflation Really Low&rowth?” Finance and Development,
September, 35-38.

Bruno, Michael and William Easterly, 1998. "Inflati Crises and Long-Run Growth",
Journal of Monetary Economic41l, pp. 3 — 26.

35



Easterly, W. 2004. An identity crisis: Examining FMfiinancial programmingNew York
University Development Research Institute Workiagd?, no. 6, New York, NYU.

Epstein, Gerald. 2000. "Myth, Mendacity and Mis¢liethe Theory and Practice of Central
Banking". PERI Working Papenww.peri.umass.edu

Epstein, Gerald. 2007a. Central Banks as AgentEcoihnomic Development"”, in Ha-Joon
Chang, edlInstitutional Change and Economic Developm@®)7, United Nations
University and Anthem Press.

Epstein, Gerald. 2007b. ‘Central banks as agenengfloyment creation.” In J.A. Ocampo
and K.S. Jomo, edF.owards Full and Decent Employmehbndon and New York:
Zed Books, pp. 92-122.

Epstein, Gerald, llene Grabel and Jomo, K.S., 20Qapital Management Techniques in
Developing Countries: An Assessment of Experiefficaa the 1990's and Lessons for
the Future’ in Gerald Epstein, ed. 200%apital Flight and Capital Controls in
Developing CountriedNorthampton: Edward Elgar Press.

Epstein, Gerald and James Heintz, 2006. "MonetaficyPand Financial Sector Reform for
Employment Creation and Poverty Reduction in Gha®idDP, International Poverty
Centre, Country Study # 2. June 2006.
http://www.undp.org/povertycentre/ipcpublicatiorimh

Epstein, Gerald and Erinc Yeldan, eds. 20B8yond Inflation Targeting; Assessing the
Impacts and Policy AlternativesNorthampton: Edward Elgar Press. Also see:
"Alternatives to Inflation Targeting for Stable aBdjalitarian Growth"International
Review of Applied Economics, Special Is$fa.ch, 2008.

Frenkel, Roberto. 2004. "Real Exchange Rate andldgment in Argentina, Brazil, Chile
and Mexico", paper prepared for the Group of 24t&aber. Washington, DC.

Frenkel, Roberto and Rapetti, Martin. 2008. ‘Fiveans of competitive and stable real
exchange rates in Argentina, 2002-200rternational Review of Applied Economics
March..

Freedman, Paul L. 2004. "Designing Loan GuaranteeSpur Growth In Developing
Countries", Washington, DC: USAID.

Frenkel, Roberto and Martin Rapetti. 2008. "Mongtand Exchange Rate Policies in
Argentina after the Convertibility Regime Collaps#iiternational Review of Applied
EconomicsMarch.

Frenkel, Roberto and Jaime Ros. 2006. "Unemployrardtthe Real Exchange Rate in Latin
America".World Developmeni/ol 34, No. 4, pp. 631-646.

Galindo, L.M. and Ros J. 2008. "Inflation Targetiiexico: An Empirical Appraisal"
International Review of Applied Economib4arch.

Grabel, llene. 1995 ‘Speculation-led economic tigument: A post-Keynesian interpretation
of financial liberalization in the Third WorldInternational Review of Applied
Economics9, 2, pp. 127-49.

2002. “Neoliberal Finance and Crisis ire tbeveloping World,"Monthly Review
Special issue on “The New Face of Capitalism,” 88, no. 11, April, pp. 34-46.

36



---- 2003a. International private capital flowsdaseveloping countries,” in Ed. H.-J. Chang
Rethinking Development Economipp. 325-345 London: Anthem Press.

---- 2003b. Predicting financial crisis in develogi economies: astronomy or astrology?
Eastern Economics Journ&9 2): 245-260.

---- 2003c. Averting crisis: Assessing measuremémage financial integration in emerging
economies,Cambridge Journal of Economica7 , pp. 317-36.

Grabel I. 2004), Trip Wires and Speed Bumps: MamaFinancial Risks and Reducing the
Potential for Financial Crises in Developing Ecomesyi prepared for the XVllith
Technical Group Meeting of the G-24 in Geneva, 3svland, March 8-9, 2004.
Published a<5-24 Discussion Paper No. 3Blovember 2004, United Nations and
Geneva.

Green, Anke. 2003. "Credit Guarantee Schemes forllSEnterprises: An Effective
Instrument to Promote Private Sector-Led GrowthNIDO Working Paper, SME
Technical Working Paper Series. Vienna.

Honohan, Patrick and Stephen A. O'Connell. 1997onttasting Monetary Regimes in
Africa", IMF Working Paper, WP/97/64. May.

Heintz, James. 2008a. 'Employment, Poverty, andn&woic Policy in the Context of
Widespread Informality'. Prepared for ILO Workshdprin, Dec. 16-17.

Heintz, James. 2008b. ‘Revisiting labour marketsplications for macroeconomics and
social protectionIlDS Bulletin39 2): 11-17.

Heintz, James and Pollin, Robert. 2008. ‘Targeéingployment expansion, economic growth,
and development in sub-Saharan Africa: outlinearofalternative economic program
for the region.” Report prepared for the United ibla¢ Economic Commission for
Africa UNECA).

International Monetary Fund, 2006. "Inflation Taigg and the IMF", by Nicoletta Batini,
Peter Breuer, Kalpana Kochhar and Scott Rogemy.imf.org .

ILO. 1973. Employment, Incomes and Equality: A Strategy foecrdasing Productive
Employment in Keny&eneva: International Labour Office.

Jayadev, Arjun. 2006'Differing preferences between anti-inflation angiainemployment
policy among the rich and the pooEconomics Letter®1. pp. 67-71.

Jayadev, Arjun. 2008. "The Class Content Of Prefe@s Towards Anti-Inflation And Anti-
Unemployment PoliciesInternational Review of Applied Economiéarch.

Jha, Raghbendra. 2008. "Inflation Targeting in &ndssues and Prospect#fifernational
Review of Applied Economijdglarch.

Lim, Joseph, 2006. "Philippine Monetary Policy: Aitfcal Assessment and Search for
Alternatives Joseph LimInternational Review of Applied Economitéarch.

McKinley Terry 2006), "The Monopoly of Global Ca&gqli Flows: Who Needs Structural
Adjustment Now?", UNDP, International Poverty CenWorking Paper #12.

---- 2005. “Economic Alternatives for Sub-Sahavsfnica: ‘Poverty Traps’, MDG-Based

Strategies and Accelerated Capital Accumulationgpd? prepared for the G-24
Meeting, 15-16 September 2005.

37



Mishkin, Frederic S. and Klauss Schmidt-Hebbel. 20Does Inflation Targeting Make a
Difference? NBER Papers, 12876.

Ndikumana, L. 2007. Revisiting development finaniostitutions for the purpose of
accelerating African economic development, preskrie the Inaugural African
Development Bank Economic Conference, November.

Nembhard, Jessica 199@)apital Control, Financial Regulation, and IndustriPolicy in
South Korea and BrazilWestport, Conn.: Praeger.

Nissanke, Machiko and Aryeetey, Ernest. 198Bancial Integration and Development:
Liberalization and Reform in sub-Saharan Aftitendon and New York: Routledge.

Ocampo, Jose Antonio. 2003. "Capital Account andr@er-Cyclical Prudential Regulation
in Developing Countries”, Iffrom Capital Surges to Drought: Seeking Stabily f
Emerging Economiesdited by Ricardo Ffrench-Davis and Stephanyfi@rifiones,
217-44. New York: Palgrave Macmillan.

Packard, Tu Anh. 2005. “Monetary Policy in VietnaAiternatives to Inflation Targeting”
Presented at thAlternatives to Inflation Targeting Monetary Poliégr Stable and
Egalitarian Growth in Developing Countrienference, Centro de Estudios de Estado
Y Sociedad CEDES), Buenos Aires, May 13-14, 2005.

Palley, Thomas I. 2000. “Stabilizing Finance: Theas€ for Asset-Based Reserve
Requirement”Financial Markets and Socigtiugust.

Palley, Thomas |. 2003. “Asset Price Bubbles and @ase for Asset-Based Reserve
Requirements”’Challenge MagazineMay-June.

Pollin, Robert. 1995. “Financial Structures and IEgaan Economic Policy”, ifNew Left
Review 214, pp. 26-61.

Pollin, R. & Zhu, A. 2006 (2009). Inflation and Hwammic Growth: A Cross-Country
Nonlinear AnalysisJournal of Post Keynesian Economi&immer. Vol. 28, No. 4.,
pp. 593-614, reprinted in Gerald Epstein and Enfeddan, eds.Beyond Inflation
Targeting; Assessing the Impacts and Policy Altevea Northampton: Edward Elgar
Publishers, 2009.

Pollin, Robert, Githinji, Mwangi wa, and Heintz,ndas. 2008 An Employment-Targeted
Economic Program for Keny#ldershot and Northampton: Elgar.

Pollin, Robert, Epstein, Gerald, Heintz, James, Bdi&kumana, Léonce Ndikumana. 2006.
An Employment-Targeted Economic Program for SoufhicaA Aldershot and
Northampton: Elgar.

Pollin, Robert and Andong Zhu, 2006. "Inflation aBdonomic Growth: A Cross-Country
Nonlinear Analysis"Journal of Post Keynesian Economi&immer. Vol. 28, No. 4.,
pp. 593-614.

Prasad, E., K. Rogoff, S.-J. Wei and M. Kose. 20B8ects of financial globalization on
developing countries: Some empirical
evidencéhttp://www.imf.org/external/np/res/docs/2003/031.Hit

Reinhart, Carmen and Kenneth Rogoff. 2008a. "ThiseTis Different: A Panoramic View of
Eight Centuries of Financial Crises." NBER Workipgper 13882, March.

38



Reinhart, Carmen and Kenneth Rogoff. 2008b. "Bamk@rises: An Equal Opportunity
Menace", NBER Working Paper, No. 14587. December.

Sacerdoti, Emilio. 2005. ‘Access to bank credisifb-Saharan Africa: key issues and reform
strategies.” IMF Working Paper 166, New York: Imational Monetary Fund.

Stallings, Barbara with Rogerio Studart. 206&ance for DevelopmentWashington, DC:
Brookings Institution and United Nations, ECLAC.

Telli, G. Voyvoda, Ebru and Erinc Yeldan. 2008. 'tvi@economics of Twin-Targeting in
Turkey: A General Equilibrium Analysistnternational Review of Applied Economics

March.

39






Employment Working Papers

2008
1 Challenging the myths about learning and trainmgmall and medium-sized enterprises:
Implications for public policy;
ISBN 92-2-120555-5 (print); 92-2-120556-2 (web pdf)
David Ashton, Johnny Sung, Arwen Raddon and Treiandan
2 Integrating mass media in small enterprise devetsgnCurrent knowledge and good

practices;
ISBN 92-2-121142-6 (print); 92-2-121143-3 (web pdf)
Gavin Anderson. Edited by Karl-Oskar Olming anddias MacFarquhar

3 Recognizing ability: The skills and productivity pérsons with disabilities.
A literature review;
ISBN 978-92-2-121271-3 (print); 978-92-2-121272a@ pdf)

Tony Powers

4 Offshoring and employment in the developing woflte case of Costa Rica;
ISBN 978-92-2-121259-1 (print); 978-92-2-1212604& pdf)

Christoph Ernst and Diego Sanchez-Ancochea

5 Skills and productivity in the informal economy;
ISBN 978-92-2-121273-7 (print); 978-92-2-121274a&1 pdf)
Robert Palmer

6 Challenges and approaches to connect skills dewsopto productivity and employment
growth: India;
ISBN 978-92-2-121275-1 (print); 978-92-2-121276A% pdf)
C. S. Venkata Ratnam and Arvind Chaturvedi

Improving skills and productivity of disadvantaggalith;
ISBN 978-92-2-121277-5 (print); 978-92-2-121278a2 pdf)

David H. Freedman

8 Skills development for industrial clusters: A pneiinary review;
ISBN 978-92-2-121279-9 (print); 978-92-2-121280al pdf)

Marco Marchese and Akiko Sakarnr

9 The impact of globalization and macroeconomic cleamgemployment in Mauritius:
What next in the post-MFA era?;
ISBN 978-92-2-120235-6 (print); 978-92-2-120236A2 pdf)
Naoko Otob

41



10

11

12

13

14

15

16

17

18

School-to-work transition: Evidence from Nepal;
ISBN 978-92-2-121354-3 (print); 978-92-2-121355@ pdf)
New Era

A perspective from the MNE Declaration to thegent: Mistakes, surprises anc
important policy implications;

ISBN 978-92-2-120606-4 (print); 978-92-2-12060 7k pdf)

Theodore H. Moran

Gobiernos locales, turismo comunitario y sus redes
Memoria: V Encuentro consultivo regional (REDTURS);
ISBN 978-92-2-321430-2 (print); 978-92-2-32143 &b pdf)

Assessing vulnerable employmefitie role of status and sector indicators in P
Namibia and Brazil;
ISBN 978-92-2-121283-6 (print); 978-92-2-121284x2 pdf)

Theo Sparreboom and Michael P.F. de Gier

School-to-work transitions in Mongolia;
ISBN 978-92-2-121524-0 (print); 978-92-2-121525x2 pdf)

Francesco Pastore

Are there optimal global configurations of labouanket flexibility and security?
Tackling the “flexicurity” oxymoron;

ISBN 978-92-2-121536-3 (print); 978-92-2-12153 7@ pdf)

Miriam Abu Sharkh

The impact of macroeconomic change on employmethtemetail sector in India:
Policy implications for growth, sectoral change anaployment;
ISBN 978-92-2-120736-8 (print); 978-92-2-12072 & pdf)

Jayati Ghosh, Amitayu Sengupta and Anamitra Royainany

From corporate-centred security to flexicurity apdn;
ISBN 978-92-2-121776-3 (print); 978-92-2-12177 /@ pdf)

Kazutoshi Chatani

A view on international labour standards, labowr émd MSEs;
ISBN 978-92-2-121753-4 (print);978-92-2-121754- 1ijwpelf)
Julio Faundez

42



19

20

21

22

23

24

25

26

27

28

Economic growth, employment and poverty in the Nedgast and North Africa;
ISBN 978-92-2-121782-4 (print); 978-92-2-121783nkl pdf)
Mahmood Messkoub

Employment and social issues in fresh fruit ancetaigies;
ISBN 978-92-2-1219415(print); 978-92-2-1219422 (vpelb)
Sarah Best, lvanka Mamic

Trade agreements and employment: Chile 1996-2003;
ISBN 978-2-1211962-0 (print); 978-2-121963-7 (welh)p

The employment effects of North-South trade antrtetogical change;
ISBN 978-92-2-121964-4 (print); 978-92-2-121965ak pdf)
Nomaan Majid

Voluntary social initiatives in fresh fruit and \etgbles value chains;
ISBN 978-92-2-122007-7 (print); 978-92-2-122008a% pdf)
SarahBestand IlvankaMamic

Crecimiento Econdmico y Empleo de Jovenes en Chilédlisis sectorial y
proyecciones;

ISBN 978-92-2-321599-6 (print); 978-92-2-321600a&k pdf)

Mario D. Velasquez Pinto

The impact of codes and standards on investmensfto developing countries;
ISBN 978-92-2-122114-2 (print); 978-92.2.122115~2f pdf)
Dirk Willemte Velde

The promotion of respect for workers’ rights in thenking sector:
Current practice and future prospects;

ISBN 978-92-2-122116-6 (print); 978-2-122117-3 (vpelf)
Emily Sims

Labour Market information and analysis for skillsvdlopment;
ISBN 978-92-2-122151-7 (print); 978-92-2-122152x¢1 pdf)
Theo Sparreboom and Marcus Powell

Global reach - Local relationships : Corporate alagsponsibility, worker’s rights and

local development;
ISBN 978-92-2-122222-4 (print); 978-92-2-122212x= pdf)
Anne Posthum&mily Sims

43



29

30

31

32

33

34

35

The use of ILS in equity markets: Investing in thark force social investors and
international labour standards;

ISBN 978-92-2-122288-0 (print); 978-92-2-122289& pdf)
Elizabeth Umlas

Rising food prices and their implications for emptent, decent work and
poverty reduction;

ISBN 978-92-2-122331-3 (print); 978-92-2-122332a@6 pdf)
Rizwanul Islam and Graeme Buckley

Economic implications of labour and labaetated laws on MSEs: A quick revi
Latin American experience;

ISBN 978-92-2-122368-9 (print); 978-92-2-122369a& pdf)

Juan Chacaltana

Understanding informal apprenticeshifindings from empirical research in Te
ISBN 978-2-122351-1 (print); 978-92-2-122352-8 (i)

Irmgard Nubler, Christine Hofmann, Clemens Greiner

Partnerships for youth employment. A review ofstdd communitypased initiat

Peter Kenyon
ISBN 978-92-2-122468-6 (print); 978-92-2-122469x2 pdf)

The effects of fiscal stimulus packages on emplaoyme
ISBN ...
Veena Jha

The role of labour market policies in respondinght® crisis
ISBN ...
Sandrine Cazes, Sher Verick

A complete list of previous working papers can be found on:
http://www.ilo.org/employment

44



Employment Sector

For more information visit our site:

http://www.ilo.org/employment

International Labour Office
Employment Sector

4, route des Morillons
CH-1211 Geneva 22

Email: edempdoc@ilo.org

45



