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Abstract

The primary objective under Section 224. (1) of the South African Reserve Bank is to protect
the value of the currency in the interest of balanced and sustainable economic growth in the
Republic. This report argues that the SARB should adopt this approach because of the high
levels of unemployment in South Africa of 30.8 percent which is the highest among middle
income countries. This report seeks to explore whether the SARB can adopt a dual mandate —
employment target and price stability. The methodology carried out in the report will be a
survey of the literature. The report uses the political economy model approach of Heintz and
Pollin which examines linkages between growth, employment, poverty reduction by so doing
providing a foundation for policy discussions around monetary policy and inflation
management. This approach draws on examples, research and statistics from a wide range of
countries that have been adopted in this report. This report will contribute to the debate around
the amendment or expansion of the SARB mandate to include employment and economic
growth by providing examples and statistics from a wide range of countries and highlight the
importance of targeting real variables and set it apart from the debate around the SARB’s
ownership and independence. This report will also help guide macroeconomic policy
recommendations in South Africa. It is argued the SARB cannot and should not ignore the
well-being of citizens in the quest of attaining price stability and thus adopting a dual mandate
is the recommendation put forward in this report and the adoption of a dual mandate can be
made without negatively impacting the SARB’s credibility if they were to be open and
communicate clearly with the public and set targets that they will work gradually to achieving
and this will eliminate the time inconsistency problem and reduce political pressure on the
bank.
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CHAPTER 1
INTRODUCTION TO THE STUDY

1.1 Background of the Study

Monetary policy has evolved significantly since the 1970’s. In that period rational expectations
gained prominence. In the period from the 1960’s to the late 20" century, monetary policy to a
very large extent was concerned with monetary targets as the framework within which central
banks operated. However, this proved to be a difficult task since there is a weak empirical
relationship between monetary aggregates as well as a goal such as low inflation that central
banks were targeting, and this made it even more difficult for central banks to influence and
anchor the public as well as markets expectations with regards to inflation. Expectations play
a crucial role with regards to the decisions the public as well as the market make concerning
wages as well as price setting of their goods. If the public do demand wage increases that are
high because of their expectations of inflation this will leave firms having no choice but to
increase their prices and this becomes a self-fulfilling prophecy and general price level will
increase. This resulted in the need for central banks to be credible when implementing
monetary policy to be able to influence expectations. Wage and prices stickiness or rigidness
in the short term allows nominal changes of short-term interest rate to influence real variables

and thus can be used to affect employment and ultimately growth.

The problems that arose with implementing monetary targeting approach led to the
establishment of the inflation targeting framework in the 1990’s. This differed fundamentally
with the monetary targeting approach in that there was a commitment from central bank that
price stability will be the primary long-run goal and that they could influence the public as well
as markets expectations by targeting a medium-term inflation target and by communicating
transparently their objectives. As a result, central banks could gain credibility by firmly
anchoring expectations. Rational expectations which were given prominence by Robert Lucas
(Taylor, 2001) highlighted the importance of the publics as well as markets expectations and
the impact that they have concerning economic policy effectiveness. Rational expectations
resulted in the eventual acceptance that there is no long run trade-off between inflation and
employment as was believed to be in the 1960’s a theory that was brought to the fore by AW
Philips in what has come to be known as the Philips curve — prior to the great inflation period
John Keynes advocated for greater government action to try reach levels of full employment
(King and Watson, 1994).



The central bank of New Zealand led the adoption of the inflation targeting framework by
formally implementing this framework in 1990 and Sweden followed suit in January 1993
(Roger, 2010). Other countries subsequently followed by adopting the inflation targeting
framework both in developed and emerging market economies. Over the years, especially after
the financial crises of 2008, central banks globally increased their objectives to include
financial stability as one of their objectives. Even though there has been an expansion of the
objectives or mandates of central banks in developed and emerging market economies the
overarching primary goal has always been price stability above all else.

1.2 Statement of the Problem

South Africa is still ranked one of the most unequal societies in the world basis the Gini
coefficient measure (Harmse, 2014) and the high unemployment within the country does little
to help with narrowing the gap between the wealthy and the destitute in the country. South
Africa has witnessed a considerable growth in the unemployment rate since the financial crises
of 2008 and it seems to show no signs of abating but instead continues to make new highs
intensifying under the current COVID -19 pandemic to make new highs. The trend in the
unemployment rate shows a worrying factor, that being of the constant increase in youth
unemployment in South Africa, we have seen an increase from 53.28% in the year 2000 to
55.75% in 2020 (Plecher, 2020). This trend makes the attainment of high economic growth an
even more challenging task if more than half of potential youth human capital that could be
utilised in the economy are not productive and not absorbed into the economy of the country.
This is one of South Africa’s most pressing socio-economic problem the country is currently

faced with.

1.3 Objective of the Study

The report will review the literature on monetary policy and specifically the adoption of a full
employment target approach and price stability mandate as opposed to the single mandate of
price stability. Thus, the following question is put forward, if the South African Reserve Bank
(SARB) should adopt a dual mandate.



1.4 Significance of the Study

The year 2000 because is when the SARB officially adopted inflation targeting as their
monetary policy objective. The SARB’s mandate can only be changed by Parliament via a
constitutional amendment bill to amend Section 224 and the passing of such a bill will need
two-thirds, 267 of the 400 members of the National Assembly to vote in favour of amendment
bill (RSA, 1996:74[3]). Chapter 13 section 223 states that that the SARB is the central bank of
the Republic and is regulated in terms of an Act of Parliament. The primary objective under
Section 224. (1) The primary object of the South African Reserve Bank is to protect the value
of the currency in the interest of balanced and sustainable economic growth in the Republic (2)
The South African Reserve Bank, in pursuit of its primary object, must perform its functions
independently and without fear, favour or prejudice, but there must be regular consultation
between the Bank and the Cabinet member responsible for national financial matters. Under
section 225 which relates to the Powers and functions: the powers and functions of the South
African Reserve Bank are those customarily exercised and performed by central banks, which
powers and functions must be determined by an Act of Parliament and must be exercised or
performed subject to the conditions prescribed in terms of that Act (South African
Constitution). This clearly highlights the fact that the independence and autonomy of the SARB
are entrenched in the constitution and that the central bank has instrument independence in the
implementation of monetary policy to achieve its primary objective, but the central bank does
not have goal independence.

The SARB’s ownership has come under some scrutiny over the past five years with the
Economic Freedom Fighters (EFF), a political party in South Africa calling for the SARB to
be nationalised. The EFF submitted a South African Reserve Bank Amendment Bill in May
2018 and the objective of the Bill seeks to amend the Act and make the State the sole holder of
the shares in the Bank and to give powers to the Minister to exercise the rights attached to the
shares in the Bank of which the State is the owner (Parliamentary Monitoring Group, 2018).
Subsequently the African National Congress (ANC) has also resolved that the SARB should
have an expanded mandate at their 54" national conference, specifically that the mandate
should not sacrifice price stability, but monetary policy should also consider other objectives,
employment creation and economic growth being the two objectives they put forth (ANC,
2017:32). The calls by these two political parties to change the ownership and mandate
respectively are ones that have been gaining more momentum in South Africa among certain

sectors of the public. A significant number of central banks around the world are not privately
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owned by private individuals as is the case with the SARB but are owned by their governments
and this makes the SARB an anomaly and adds fuel to the debate around the ownership the
SARB (Vermeulen,2020).

This report however will not focus on the nationalisation call that has been at the forefront in
recent years in South Africa but will instead focus on the mandate of the SARB. One of the
country’s largest trade unions, the Congress of South African Trade Unions (COSATU) has
called for the SARB to be given an expanded mandate and implement policies that are
employment and growth orientated and this is in stark contrast to the calls made by the two
political parties highlighted above. Given the high unemployment in the country this report
will seek to answer the question should the SARB adopt a dual mandate such as one that
incorporates full employment target approach and price stability and the answer to that question
drawing from arguments raised in this report is yes, the SARB should adopt this approach. Is
there more that the SARB can achieve if the weights of the variables such as price stability and
full employment are equal or even slightly higher weight assigned to full employment given
the alarming unemployment rate in the country and once again, this report suggests there is
more that can be achieved by the SARB if they take this approach.

1.5 Organisation of the Study

The report is organised as follows: Chapter 2 will be a literature review in which the dynamics
of the South African economy will be reviewed, a theoretical and empirical literature review
will also be carried out. Chapter 3 will explain the methodology adopted for this report. Chapter
4 deals with research findings and discussion of results. Chapter 5 is the conclusion and

recommendations.

CHAPTER 2
LITERATURE REVIEW

2.1 Introduction
The following chapter will be a literature review that comprises of the following subsections,
subsection 2.2 covers the dynamics of the South African economy, 2.3 theoretical literature

review, 2.4 empirical literature review and 2.5 will conclude.
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2.2 The Dynamics of the South African Economy

Since the adoption of the inflation targeting approach by the SARB in the year 2000 the trend
has been lower rates of GDP growth except for the period between 2004 and 2007 just before
the global economic and financial crisis of 2008 which is shown in Figure 1. Figure 1 shows
the GDP growth rate between 2000 and 2019 and even as the world economy started recovering
after the 2008 financial crisis South Aftrica’s growth trajectory trended lower also reflected in
Figure 1. Figure 2 shows the unemployment rate between 2000 and 2019 and as one would
expect with growth trending lower since the year 2000 (Figure 1) we are seeing a deterioration
in the unemployment rate instead of a recovery and the trajectory seems to be pointing back to
levels that might challenge those last observed in 2002 when unemployment was at 33.291%

as observed in Figure 2.

Figure 1
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(Source: World Bank — 2021 authors own calculation).
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On the backdrop of the two trends above shown in Figure 1 and 2, how has the SARB
performed in terms of keeping inflation within their targeted range of 3-6 percent. Figure 3
shows the inflation rate between 2000 and 2019 and we can observe that on average from the
year 2000 when inflation targeting (IT) was adopted inflation has averaged 5.29% which is
within the target range of 3-6 percent but recently the SARB has made a clearer pronouncement

in public statements that they want inflation to be closer to the midpoint of 4.5%.

The assessment in this report would be that the SARB has been relatively successful in
achieving their targeted inflation range since they have managed to rein in inflation from the
highs of 10% after the financial crises and over the period 2000 to 2019 there were two years
when inflation was below the lower bound and six years above higher bound — when inflation
breached the upper bound the breach on average was not larger than 1.7%. Taking the above
trends of the lower GDP growth rate, increasing unemployment and relatively stable prices
since IT targeting was adopted, these observations indicate that the success of price stability
alone is not sufficient to drive economic growth as well as reduce the level of unemployment
in South Africa. The negative trends in growth and unemployment should be cause for concern
for policy makers and the SARB’s focus on IT solely should be questioned. The SARB has
achieved their target inflation range but at the same time the other real variables of growth and
unemployment have deteriorated. Which raises the question again, should the SARB be tasked
with more than just ensuring price and financial stability to also focus on other real variables

such as growth and unemployment?

Figure 3
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13



2.2.1 Inflation targeting and growth

The analysis of the relationship between inflation and growth is important because of the
inflation component of this relationship, central banks around the world have adopted the
inflation targeting framework to combat inflation and this has also been adopted by the SARB
and understanding this relationship is important to determine if the SARB should amend its

mandate or not.

Therefore, in this subsection an assessment will be carried out to determine the effect the
inflation targeting framework has on growth since the belief is that price stability or low
inflation is conducive for economic growth. In a study that covered more than 100 countries
and data spanning 35 years, specifically from 1974 to 2009, the main findings from Wong and
Chong (2019) were that inflation targeting does promote economic growth when compared to
the alternative which in this case is exchange rate targeting. The magnitude is important, and
they found that countries that adopted inflation targeting grows from 0.8% to 1.2% more
rapidly per annum but what we must bear in mind is that this growth effect was found to be
stronger in large, closed economies. The growth magnitude found in this study would be reason
to adopt the inflation targeting framework but for developing countries and South Africa being
a small open economy the results obtained can vary, South Africa’s economic growth rate has
been on a downward spiral for a few years now and we cannot solely put the blame on the
doorstep of the SARB, but this serves as a reminder that differences in economies matter a

great deal.

The classical example where a country experiences a supply side shock which results in prices
increasing and aggregate demand reducing is where a central bank will be faced with a trade-
off between inflation and output, the central bank could increase interest rates to curb inflation,
or they could either take a loose monetary policy stance to improve aggregate demand. The
choice a central bank will normally make between these two is based on their mandate and the
respective weights they place on variables in their models, a central bank that has a mandate of
price stability will be quick to increase interest rates and this will result in great variability in

output and which for a developing nation specifically can have dire consequences.

Inflationary high costs were experienced globally during the 1970°s Great Inflation period and
it is understandable why central banks and governments want low inflation because of the
detrimental impact this period had on economic growth globally. Bruno and Easterly (1998)
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also established that economic growth fell sharply during this period and revered quickly once
inflation reduced significantly. What they wanted to highlight though is that this relationship
was observed during discrete high inflation crises and once we pool cross-country datasets
these are not informative about what happens at lower inflation levels.

Since the high period of inflation in the 1970’s inflation globally has been well contained, in
the US significantly lower than the 40% inflation rate experienced during that time and has
been below 5% for some time now. Has this containment of inflation globally been because of
the inflation targeting monetary policy framework that has been successful? Evidence in a
study by Ball and Sheridan (2003) found when comparing seven countries belonging to the
Organization for Economic Cooperation and Development (OECD) region that adopted
inflation targeting to thirteen that did not, the initial result was that the inflation targeters
performed better than non targeters. This however was found to be because they had initially
higher levels of inflation compared to the countries that opted not to adopt the inflation
targeting framework and thus were mean reverting and once this was controlled for there is no

clear evidence of inflation targeting improving performance.

For the South African case Vermeulen (2017) raises the point that in some sectors there is a
common belief or view that the overly strict application of inflation targeting stifles
employment growth in the country. In his econometric methodology he used the triangle model
of estimating the Philips curve which states that the inflation rate is dependent on three factors,
inertia, aggregate demand, and cost-push factors. Gordon (1997) (as cited in Vermuelen, 2017)
states that if one were to leave out cost-push factors in this model it would result in an omitted
variable bias. In the Philips curve model that he estimated, the explanatory variables are
aggregate demand, cost push factors and the one-period lagged inflation rate. His main findings
when assessing the relationship of inflation and unemployment was that in the short run there
is no trade-off between inflation and unemployment, this confirms his observations that
unemployment in South Africa is extremely inelastic in response to monetary conditions and
that import prices play an important role as the driver of inflation. What is important to note is
that his short run analysis was for the period 2000-2015 because as he describes it that is the
period with reliable and high-frequency unemployment data being available only from the year
2000. When Vermuelen (2017) tested for the long run relationship he was testing for the
relationship between inflation and the employment level which differs from the short run
analysis. There was strong evidence of a negative relationship between the two variables,
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meaning that high inflation correlated with a lower level of employment. His results are
surprising in that the orthodox view is that in the long run there is no relationship between these
two variables and the Philips curve is vertical. Vermuelen’s (2017) recommendation is that the
SARB cannot afford to let inflation rise as this will have an adverse effect on economic growth
and the main issue within the country is that the high level of unemployment in the country is
structural — therefore no scope for the SARB to intervene and try reducing the unemployment
rate. He further goes on to state that even if employment could be increased via expansionary
monetary policy that the skills shortage in the economy would basically render most people
unemployable.

The objective of price stability is a well-defined one and which a central bank can fully control,
however, full employment depends on the structure of the economy and not a policymaker
which makes it difficult to state with absolute certainty at any one point in time and varies as
time lapses Meyer (2001) which would make the task for any central bank difficult but not

impossible.

The concept of central bank independence and monetary policy is introduced to highlight that
the SARB independence should not result in minimal cooperation between the SARB and other
government institutions that seek to address the slow economic growth and increasing
unemployment problem within the country. Under this subsection of chapter 2 it will be shown
that the independence granted to central banks can sometimes lead to an inflation bias which
comes at the detriment of output and employment unless there is active cooperation between a

central bank and respective departments responsible for fiscal policy.

One of the key reasons as to why monetary policy and the inflation targeting framework have
been successful has been said to be because central banks in these countries are independent
and therefore are not susceptible to the time-inconsistency problem. The independence of a
central bank though does not mean that cooperation between it and the government, the finance
department or treasury is not possible. Instead, it is proposed that it is vital especially in the
South African context as the country battles rising levels of unemployment and extremely low
levels of economic growth. This is can be deduced from Blinder (2013) even though he was
referring to a financial crisis when he stated that in his view close cooperation between the
central bank and treasury in a time of crisis is both inevitable and desirable. It is safe to state
that South Africa has been in a crisis for a couple of years now and we should be seeing more
interaction between the minister of finance and the governor of the SARB.
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There has been a global trend which has seen central banks being nationalised, but no other
changes made to the institutional structure, with the call for the SARB to be nationalised there
is no clarity if the current ruling party will leave the institutional structures unchanged or will
seek to interfere with the operations of the bank, in trying to gain control of the central bank of
the country (Rossouw and Padayachee 2020). If the institutional structure will be left
unchanged and the SARB is nationalised this will not have a negative impact on the banks’
ability to achieve their primary goal of price stability. This was evidenced in studies which
undermined the time-inconsistency case for central bank independence and showed that low
inflation can be achieved without reforms that would grant a central bank more independence.
The independence of central banks was challenged even more after the financial crises of 2008
and this saw the deterioration of the consensus that was formed regarding the granting of central
bank independence in the pursuit of price stability oriented monetary policy framework
(Daunfeldt & de Luna, 2008 and Goodhart & Lastra, 2018). This is put forward again because
that has been the debate that has been at the forefront of late but that does not address the
amendment of the mandate of the SARB to include employment targeting approach and
therefore will leave things unchanged as they are currently. We need to keep in mind that
discretionary monetary policy will most likely lead to an inflation bias and output stabilization
bias as well. The model developed in Jordan (1997) which analysed central bank independence
and the trade-off between inflation and output, he found that the higher the degree of central
bank independence is associated with higher emphasis on the inflation goal and less on output
stabilization. Taking this into account the call to nationalise the SARB if it would lead to more
emphasis being placed on not just stabilization but economic growth policies would be

beneficial to the country.

Thus, in this report an analysis of the literature with regards to inflation targeting success or
lack thereof and comparisons of single or hierarchal mandates against dual mandate and if there
is a case to be made for the SARB to make a shift towards a dual mandate that places more
emphasis on employment or real variables and growth above the sole mandate of price stability
and then financial stability which was to a large extent reinforced by the financial crises of
2008 that the SARB currently has in place.
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2.3 Theoretical Literature Review

2.3.1 Monetary transmission theory

Mishkin (2011) outlines what he calls the nine basic scientific principles that central bankers
around the world have come to accept as being true and these are 1) inflation is always and
everywhere a monetary phenomenon; 2) price stability has important benefits; 3) there is no
long-run trade-off between unemployment and inflation; 4) expectations play a crucial role in
the determination of inflation and in the transmission of monetary policy to the macroeconomy;
5) real interest rates need to rise with higher inflation; 6) monetary policy is subject to the time-
inconsistency problem; 7) central bank independence helps improve the efficiency of monetary
policy; 8) commitment to a strong nominal anchor is central to producing good monetary policy
outcomes and 9) financial frictions play an important role in business cycles.

What is key in these nine principles that the SARB also believes in is that price stability has
important benefits, those benefits being lower inflation would provide a conducive economic
environment for business and public agents to make investing and purchasing decision in an
environment with limited volatility which would ultimately stimulate economic activity. The
SARB also state that the benefits of price stability are accounted for in their econometric model,
the first part that Mishkin (2011) further states would involve minimizing the deviations of
inflation from its optimal rate and in this instance most central bankers in the developed nations
deem this to be 2%. The second component would reflect the costs of underutilized resources
in the economy and concerned with minimizing the deviations that drive output further away
from its natural rate level, which he goes on to state is the efficient level determined by the
productive potential of the economy. This in turn means that the SARB has clearly defined the
respective levels for these two components in the models that they use in order to forecast the
inflation rate over a given horizon, the first of which we are made aware of, the SARB wants
to keep inflation between the range of 3% - 6% and if inflation breaches this range either to the
downside or upside they will use the nominal interest rate in order to bring back inflation within
their targeted range. The SARB generally does a good job in terms of communicating with the
public, explaining why certain decisions were taken, however, what they fail to communicate
or choose not to communicate with the public is natural rate level of economic activity that
they use in their model and instead opt to state that the output gap is considered in their decision

making. The desired or modelled level of the natural rate of economic activity is not known to
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the public which makes holding them accountable for achieving that level just as they are held

accountable for maintaining inflation within the targeted range impossible.

The vertical long run Philips curve has come to be accepted as true and that there exists no long
run trade-off between inflation and unemployment but Blanchard and Gali (2010) note that in
the presence of staggered price setting by firms, the central bank is faced with a trade-off
between inflation and unemployment stabilization, which depends on the labour market
characteristics. Does the South African labour market characteristics allow the SARB to
intervene and take advantage of the short run trade-off in the attempt to reduce the level of

unemployment in the country is a question that will be further explored in this report.

Blanchard and Gali (2010) constructed a model where they included labour market frictions,
real wage rigidities and staggered price setting and they specifically chose these three variables
as they believe that they are needed to explain changes in unemployment in the US and Europe.
They state optimal monetary policy to be one that will be between strict inflation targeting and
constant unemployment policy. Analysing the dynamic effect of a productivity shock that is
not transitory and has a degree of persistence, under a constant unemployment policy the shock
results in an increase of 150 basis points in unemployment and the unemployment rate under
strict inflation targeting increases by close to 3 percentage points and is also persistent and
could go all the way up to 8 percentage point increase in unemployment. However, under
optimal monetary policy the increase in unemployment rate is 50 basis points in the US and
half of that in the European case, the key take away is that to have a smoother unemployment
path one would have to accept persistently higher inflation and, in this case, given the
productivity shock inflation would increase on impact by 1 — 1.4%. The presence of labour
market frictions and real wage rigidities in the implementation of strict inflation stabilization
will not yield the best monetary policy outcome, this may lead to inefficient, large, and
persistent movements in unemployment in response to productivity shocks. These effects are
further pronounced in rigid labour markets and in these instances optimal monetary policy
would have to accept and accommodate inflation to limit the size of fluctuations in

unemployment (Blanchard & Gali, 2010).

Taking the above into consideration, the SARB have been strict with regards to maintaining

inflation within their targeted range and this one can say they have had to do to maintain their
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credibility in the market but that might have come at the expense of increasing the

unemployment rate within the country.

What the SARB also does not communicate with the public is the weights assigned to the
different target variables in their targeting rule they implement, and which is what Svensson
(2003) suggests as part of the rules of good monetary policy, which ultimately implies that
central banks will have to estimate the Philips curve and determining a natural rate of
unemployment that they can communicate with the public. Arestis and Sawyer (2010) state
that if we consider the monetarist approach to policy the persistent focus on maintaining price
stability as the only objective such as is the case with the SARB this results in policy that is

ineffectual and regularly harmful to employment and growth specially.

However, there are academic views that put forward that inflation does impede growth and
Brash (1994) supports this view that monetary policy would be best directed toward a single
goal and that being maintaining price stability of the general price level, which is the best
contribution monetary policy can make towards growth and employment.

2.3.2 Dual mandate versus single mandate

Analysis of the arguments presented above indicates there is no consensus that the inflation
targeting framework is without doubt the best framework that should be adopted by central
banks even though there has been a rising number of central banks which have adopted the
framework since initially being adopted by New Zealand. This now gives rise to the question
if a dual mandate that puts prices stability and employment targeting approach on equal footing
should not be adopted by the SARB and other central banks in developing countries to help

tackle the unemployment issue faced by most developing nations.

If we are to assess the effectiveness and success of the dual mandate framework, we must look
at the US as they have been implementing such a framework for several years and how they
have conducted it even though they are a developed nation can shed light on the possible
impacts that such a framework has on employment. The Fed and as outlined in the
Congressional budget have estimated the long-run sustainable rate of unemployment for the
country or what has been termed the natural rate of unemployment to be between 5.2% to 5.5%

and according to Fisher and Koenig (2014) in an economic letter assessing the progress of the

20



Fed toward full employment and price stability they stated that the Fed was not there yet in

achieving the employment goal but were well on their way to doing so.

When we analyse the Fed there are four crucial points as to why the Fed should maintain its
emphasis on full employment, firstly looking at the historical performance, the US has
experienced low unemployment and low inflation compared to countries that solely target
inflation experiencing double digit unemployment, secondly the costs of unemployment are
known to be substantial whereas the costs of moderate inflation are probably not large, thirdly
central bankers are most of the time inflation-averse thus need to or nudged to pursue goals
other than inflation and lastly if the Fed were assigned the sole goal of price stability, the
general price level would not be free to increase given an adverse supply shock and therefore
large rise in unemployment would not be avoided (Thorbecke, 2000).

We do have to keep in mind though that it was only in December 2008 that the Federal Open
Market Committee (FOMC) mention explicitly “maximum employment” in their policy
statement and prior to that they used phrases such as “maximum economic growth” and
“maximum sustainable economic growth” and this was left to be interpreted to mean the

economy’s equilibrium growth rate achievable under stable prices (Thornton, 2012).

Comparisons have been drawn between the European Central Bank (ECB) and the Fed due to
their different mandates, the ECB is charged with ensuring price stability while the Fed has a
dual mandate for maximum employment and price stability. The Banks of England like the
ECB is mandated to achieve price stability and have a hierarchal structure to their objectives,
price stability being the priority. Adopting a dual mandate provides some freedom to central
banks and how they interpret empirical data and economic theory in a flexible way to their
benefit. Fontana (2006) mentions that the generality of a dual mandate allowed for a more
positive role to be played by the Fed than has been the case of the ECB and that for this reason
that more countries will have the freedom of a dual mandate such as the Fed. The final policy
recommendation is that a dual mandate allowing less restrictive set of theoretical assumptions

than a single mandate must be the preferred monetary policy framework.

The case of the dual mandate of the Fed is one from a developed country but given the
challenges that are faced by developing nations especially with regards to employment there is

a rising call for developing nations to adopt dual mandates and one such case is in the Latin
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American region, proposed by Coutino (2010). He outlines that once an economy has achieved
a level of price stabilization that is consistent with its own fundamentals and macroeconomic
discipline is a commitment from government then inflation and growth must have the same
priority. During the increased focus on trying to achieve low inflation through a single-
objective monetary policy resulted in the goals of growth and social well-being neglected, this
gives rise to a conflict between fiscal and monetary policies and results in less than average
economic development. Coutino (2010) states that the solution to this conflict lies in a political
decision that assigns central banks a dual mandate of maximum growth coupled with low
inflation. He proposed that this should be the case for South America to allow the region to
achieve a more balanced economic development and this would be termed as the first best
solution by having the level of potential output raised to be the social preference across all
developing nations.

In a paper by Bhattacharyya (2012) mention was made to the current International Labour
Organization’s (ILO) stance with regards to the appropriate role for monetary policy and that
states that central banks should regard full employment as a goal along with low inflation and
financial stability. This further acknowledgement by the ILO is testament that developing
nations should not solely focus on the objective of price stability as employment or maximum
output is vital for economies and shouldn’t be left on the side-lines when it comes to monetary
policy. There are two general categories that central banks in developing countries can be
classifies under, firstly is a central bank that focuses only on maintaining price and financial
stability, secondly a central bank that pursues a range of objectives — the central banks that are
concerned with stability will aim to maintain price and financial stability, resulting in an
indirect contribution to employment because the economic environment will be more
conducive to job creation. However, central banks with an employment objective will also pay
attention to price stability but ultimately will use monetary policy more actively when they are
of the opinion that economic growth or employment are below potential, and the opposite
would occur for stability focused central bank which would remain unresponsive to weak

economic growth or employment Bhattacharyya (2012).

Svensson as citied in Green (1996) addresses the dual policy objective and transparency of a
central bank proposed that to make the inflation targets credible central banks would have to
announce both inflation and output targets. By doing this you eliminate the central banks
incentive to raise output via surprise inflation and that setting the output target equal to the
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natural rate of unemployment will eradicate the policy conflict and inflation bias would be
resolved. The problem with pure inflation targeting regimes is that they leave any real objective
completely unspecified except for Norway and Sweden who have made their fundamental
analytical apparatus know to the public but most other central banks have not followed suite
(Freidman, 2008). Therefor this makes central banks announcing both inflation and output

targets very difficult from central banks that do now have a dual mandate.

One of the more prominent economists that supports a dual mandate as the policy framework
that should be adopted by central banks is Friedman (2008). He points out the importance that
price stability has in an economy and states that experience has shown that rising or falling
prices can and at times do undermine the efficient functioning of economic activity especially
the value of assets and thus price stability is a key objective. The key point that he draws
attention to is that price stability is instrumental, valued not for itself but for its potential to
improve the economy’s capacity to achieve those goals that cannot be stated as being primary
from the viewpoint of basic human concerns but are at least important at a higher level. His
final point is that the idea that economic policy should pursue price stability as a means of
promoting fundamental economic well-being either in the present of in the future is by no
means ground for pursuing price stability at the expense or to the exclusion of that more
fundamental economic well-being and that no other policy except for monetary policy can be
capable of serving both the inflation goal and the level of output and employment and evidence
has shown this to be true (Friedman 2008).

The policy recommendations of Heintz and Pollin (2008) in their analyses of African countries
implementation of monetary policy found that a central bank that is exclusively focused on
inflation will inherently have a contractionary bias and there is no clearly defined instance
when expansionary policy can be pursed. This coupled with evidence that suggests maintaining
inflation in the low single digits does not by itself increase the rate of economic growth and we
must be aware that if the low inflation that is the goal is attained through contractionary
macroeconomic policies, this may be associated with slower instead of faster growth. Two of
the policy recommendations are, there needs to be a shift away from targeting inflation towards
targeting real development outcomes — the improvement of employment opportunities
especially for African continent is a critical real target and lastly moderate levels of inflation
up to 15% should not have a negative impact on economic growth depending on where the
origination of the higher level of inflation comes from.
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The SARB have not stated explicitly what they believe or what their estimate is of the long-
run sustainable rate of unemployment or output gap that they target in their model and thus
there is no way to assess their monetary decisions against this target in conjunction with the
goal of price stability. The SARB employs as Taylor type rule that responds to deviations of
the inflation from target as well as the output gap. This Taylor type rule used by the SARB is
used as part of their Quarterly Projection Model (QPM) among other suits of models and the
QPM model is also thought of as the GAP model. The main assumption under this model is
that monetary policy cannot influence the fundamental long-term equilibrium trends in the
economy which is in line with consensus, and they assume that monetary policy can only affect

the cyclical features of the economy.

Botha, De Jager, Ruch and Steibach (2017) explain the four gaps that the QPM model focuses
on. The first being the output gap which is the deviation of the level of GDP from its potential
level and a gap of zero indicates current level of GDP that equals potential level thus there
would be no excess of insufficient demand pressures impacting on inflation at those levels. The
key factors that influence the output gap is the real interest rate gap, real exchange rate gap,

commodity terms of trade effects and foreign demand.

The second gap that is incorporated in the model is the exchange rate gap which is the deviation
of the real exchange rate from its equilibrium level and a closed exchange rate gap would be in
line with the output gap being zero which is potential output level and the target inflation. The
third gap is the inflation gap which is the deviation of the rate of headline CPI inflation from
the mid-point of the inflation range of 3%-6% which is affected by other variables including
the exchange rate and output gap. The last gap that the model incorporates is the interest rate
gap which is classified as the deviation of real interest rate from its neutral level. The SARB
determines the nominal short-term interest rate via the banks policy reaction function using a
Taylor type rule which must be mentioned has been slightly modified and the nominal repo
reacts to deviation of forecasted inflation from targeted midpoint of 4.5% as well as the output

gap.

In the SARB’s QPM model employment is determined by two factors, firstly economic
activity, and real labour cost. Thus, intuitively a higher rate of output growth (GDP) or a
reduction in the labour costs has a positive impact on employment. The SARB in 2005

undertook a collaborative research project to determine South Africa’s growth potential and
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the first result was 4.1% which was then subsequently revised higher to 4.5%. South Africa’s
GDP growth rate has averaged 2.31% since 2005. Under the first gap we know that deviations
from potential level is stated to be considered, but no mention of that specific level is
communicated to the public. So we do not know when a decision to increase or decrease interest
rates has been as a result of the widening or narrowing of the output gap in their model because
it is not explicitly stated and since the main goal of the SARB is to maintain price stability the
governor of the SARB will always, as expected make reference to inflation when announcing
the decision taken by the board to increase or decrease the interest rate as that is the instrument
the SARB uses most often in order to keep inflation within the targeted range. Instead of
stabilization policies the SARB should be redirecting policy to full employment targeting

approach and that can be done by amending the mandate of the SARB to a dual mandate.

In stark contrast to observation made in this report and assessment of the SARB there is a view
point that transparency from a central bank can be deemed to be going too far as was put forth
by Mishkin (2004), specifically with regards to when calls were made for increased
transparency, particularly a central bank announcement of its objective function alternatively
the path of the policy interest rate, saying that this would complicate the communication
process and result in weakened support for the central banks long-run objectives. Instead, he
suggested that central banks improve transparency by discussing that they care about reducing
output fluctuations and that the central bank will pursue expansionary policies when output
does indeed fall very far below potential, and this will indicate that they care about output
fluctuations. He further went on to state that appropriate level of output of unemployment
targets are hard to measure and pursuing these targets is likely to result in poor policy outcomes.
The problem with this view is that the public does not know the output level that a central bank
deems to be the economies potential output level and since they are not encouraged to reveal
their objective function and merely encouraged to state that they do care about the output gap
the public will never know what the exact level is, and a central bank can wait for the output
to drop significantly before they proceed with expansionary monetary policy.

Bonga-Bonga and Kabundi (2015) in their study of monetary policy instruments and inflation
in South Africa found that monetary policy does affect real output in South Africa, their results
indicate that a positive monetary policy shot would result in a decrease in manufacturing
production within six to seven months and that inflation targeting does not curb inflation and
credit demand by the private sector which remains immune to the SARB policy and their main
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recommendation is like the US, a dual inflation and employment (real output) target may be an

option for a developing country such as South Africa.

Epstein (2007) is more critical and calls inflation targeting extremist and destructive and
advocated for a shift towards a more balanced approached. Cognisant of the fact that central
banks should not be the institutions that are tasked with employment creation, however, they
should be working with other institutions and not solely focus on maintaining stable prices or
keeping inflation in the single lower digits. Epstein (2008) argues further that having price
stability as a central bank’s only objective under the inflation targeting framework could result
in the central bank being absolved from other developmental goals such as employment
creation as they could simply state that employment creation is not the bank’s primary
objective. He proposed an employment targeted economic program for South Africa whereby
the central bank and other key institutions identify an employment target and then based on a
model and estimates, monetary policy is geared towards achieving that target in conjunction
with the other key government institutions implementing employment creation polices. The
key here is that there will be a target all government institutions are working towards.

Government institutions especially in the South African case need to be aware of the inherent
structural rigidities within the South African labour market and how that is contributing to the
unemployment in the country. Brash (1994) though is sceptical on focusing monetary policy
elsewhere and warns that this would not only damage the economy and its capacity to generate
sustainable employment, that it would distract from where the real solutions to unemployment
lie and that is in labour market reform, training and retraining and in the reform of relationship
between labour and wages. The labour market plays a key role with regards to the interaction
of unemployment and inflation plays out in a particular country but the presence of staggered
price setting by the firm will result in central banks being confronted with a trade- offer between
inflation and unemployment (Blanchard & Gali, 2010). This trade off in the short term is what
this report is advocating should be exploited. Vermuelen (2017) found that in South Africa the
high unemployment rate is structural and there needs to be a concerted effort to intervene in
the labour market and establish sound macroeconomic policies as well as effective public
institutions which are committed to price stability, however Akinboade Niedermeier and
Siebrits and Stiglitiz (as cited in Vermuelen, 2017) argue that adoption of inflation targeting

framework was likely going to slow and be costly in terms of output and employment and that
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South Africa’s inflation targeting is detrimental to growth as it puts the risk of inflation ahead

of job creation.

This report puts forward that the SARB falls perfectly under the category of mainly focusing
on price stability and thus even though the employment and economic growth outlook for the
country is not positive, they to a large extent remain passive and unresponsive or their
responses come much later — they are not using monetary policy actively to combat these issues.
In a study by Ajilore and Ikhide (2013) they assess monetary policy shocks, output and prices
in South Africa and state that doubts still exist with regards to the overall capacity of the
inflation targeting framework to curb inflationary pressures in the South African economy and
states that their study supports the calls on the SARB to supplement inflation targeting
framework with real variable targets such as output and employment.

Being aware of the labour market dynamics is important to help combat the problem of rising
unemployment. Taking this factor into account Chowdhury and Islam (2014) looking at what
needs to be done to promote employment and structural change in developing countries come
to the conclusion that given the persistence of poverty and inequality, South Africa remains
one of the most unequal societies in the world, but given these two factors with large informal
and vulnerable employment and underemployment actually demands a reorientation of
macroeconomic policies that are implemented in developing countries towards full, productive
and decent employment along with structural change. Their overall recommendation is that
developing nations adopt dual mandates for macroeconomic policies that would allow them to

be guardians of stability and most importantly agents of inclusive development.

Going back to the point that the US has been able to contain inflation and unemployment to
low levels, this is one of the reasons that the SARB should adopt a dual mandate that
incorporates the employment targeting approach. Central bankers tend to be inflation nutters,
not to say that the SARB can be classified as such but their focus on the goal of price stability

above all else needs to be questioned and changes to their approach implemented.

The change in approach will not happen overnight and that is to be expected, clear
communication from the SARB will be vital if they are to maintain their credibility while
ushering in a new way of doing things. The SARB will have to come out and clearly state that
deviating from their long-term objective of price stability will be an acceptable outcome which
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is in line with the viewpoint of Kohn (2003) that flexibility of the Fed does not constitute the
changing of the long-term objective but rather the freedom to deviate from long-term price
stability for a while and this report agrees with this because moderate inflation would not have

a detrimental impact on the economy.

South African citizens are concerned with inflation due to reasons stated previously but are
becoming even more concerned with other real variables such as employment especially more
so because that is of more importance to them compared to other long-term goals and the
following captures this well:
In the end, therefore, the questions that matter for such purposes are the fundamental
ones: Given that monetary policy can influence real economic outcomes, and that no
alternative policy instrument is available to undertake this task over the time horizons
that we customarily look to monetary policy to address, what should citizens look to
their central bank to do?...Citizens are entitled to want their central bank to concern
itself — because they are rightly concerned — not just with price stability but real
outcomes too. A dual mandate, explicitly addressing both inflation and output and

employment, is the best wat we know to achieve those ends. (Friedman, 2008).

2.4 Empirical Literature Review

It is well known that there are differences between developed nations and developing or
emerging nations and policies that could and do work effectively when implemented in
developed nations does not necessarily mean that they will be effective when implemented in
developing countries. Economic environment, a country’s institutions, the legislation, and
other factors play a crucial role in determining if certain economic policies will be effective
and achieve their desired objective. Inflation targeting or flexible inflation targeting in some
cases has been adopted by the following developed countries, Australia, Canada, Iceland, New
Zealand, Norway, Sweden, Switzerland, and the United Kingdom and some of the developing
nations that have adopted inflation targeting are Brazil, Chile, Colombia, Czech Republic,
Hungary, Israel, Mexico, Peru, Poland, South Africa, South Korea, and Thailand to mention a

few.

As most studies that have been carried out to assess the impact of inflation targeting on the

economy have been carried out in developed nations, one study conducted by Garibaldi (1990)
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assessing the impact that monetary policy has on job creation and destruction in the United
States (US) manufacturing industry shows that tight policy increases job destruction while easy

policy seems to be ineffective in stimulating job creation.

Rasche and Williams (2007) and Stiglitz (2008) do not sing the praises of inflation targeting
and they question the effectiveness of this monetary policy framework. The first two authors
who worked for the Federal Reserve Bank of St. Louis state that it’s not apparent what the
contribution of inflation targeting is to price stability other than the commitment to price
stability. They stated this to highlight that the Fed in the US has achieved record low and stable
inflation without adopting the inflation targeting framework. Secondly, Rasche and Williams
(2007) raise an important point that highlights that there is no clarity as to what will happen to
low and stable inflation were there to be persistent negative shocks in the economy. Stiglitz
(2008) is more damning of the inflation targeting framework and does not want central bankers
and politicians alike, to be blamed for imported inflation and for us to give them credit for low
inflation if the global environment is benign. An important factor he also points out is that
when specifically focusing on agriculture, developed nations such as the US and European
Union (EU) members can insulate both consumers and farmers from risk of trade liberalization
while developing nations do not have the institutional structures in place to offer the same or
lack such resources. Stiglitz (2008) main recommendation is for abandonment of inflation
targeting framework by both developed and developing countries because a weaker economy
and higher unemployment that inflation targeting brings will not have a great impact on
inflation while trying to meet rising food and energy prices and this will just make the task of

surviving in such conditions more difficult.

Miles (2014) when comparing monetary policy in the United Kingdom and the US put forward
that a wide range of weights placed on real variable such as output and employment in the
central banks objectives could give rise to rather similar monetary policies as evidenced by the
different objectives of the central banks of these countries, but both have been able to achieve
similar results. This is an indication that results from developing countries do not come to one

consensus as to the correct or most successful monetary policy framework.

Developing nations that have adopted inflation targeting as their monetary policy instrument
had different inflation targets when compared to their developed counterparts, which makes

sense as inflation in these countries was higher so their inflation targets were correspondingly
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higher as well initially but within this framework, price stability was the mandate and even if
some countries had implemented flexible inflation targets, the structure was hierarchal and the
first goal that had to be achieved by the central banks in developing nations was price stability
first and then they could shift focus to other variables.

Looking at South America and how countries in that region have performed once they adopted
inflation targeting, Corbo and Schmidt-Hebbel (2001) tracked the experience of the following
countries Brazil, Chile, Colombia, Mexico, and Peru. Their study revealed that in these
countries they were able to bring inflation significantly lower around the year of adoption of
the inflation targeting framework, they were successful in attaining their target levels and
showed sacrifice ratios (sacrifice ratio: percentage GDP decreased by per percentage units of
inflation reduction) and output volatility that was lower after compared to before adopting
inflation targeting framework. With the apparent success of inflation targeting and price
stability as the main goal there have been more developing countries that have opted to adopted
this as their monetary policy framework. Mishkin (2008) advocates for this framework because
according to him, not only does inflation targeting assist reduce inflation and buffer external
shocks that developing countries are faced with, but it also results in lower variability of

inflation and output and ultimately this shifts the economy closer to the efficiency frontier.

The argument put forth by Mishkin (2008) is well supported by Brito and Bystedt (2005) where
the study they carried out focused on 13 South American countries, Brazil, Chile, Colombia,
Mexico, and Peru adopted inflation targeting and Argentina, Bolivia, Costa Rica, Dominican
Republic, Ecuador, Paraguay, Uruguay, and Venezuela did not. The countries that adopted the
inflation targeting framework results showed that inflation targeting decreased the level of
inflation, inflation volatility and expected inflation volatility but there is weak evidence of an
increase in output growth rates. This should be concerning because advocates of inflation
targeting that places price stability first state that the attainment of this will help the economy
move towards increasing output or reducing the output gap but evidence in this study does not

show this occurring and therefor does not bring these countries closer to the efficiency frontier.

Focus was previously on the South American countries and their experience with monetary
policy and now focus will shift towards developing Asia region — Bangladesh, Cambodia,
China, India, Indonesia, Malaysia, Philippines, Sri Lanka, Thailand, and Vietnam are some of
the countries that fall under the developing Asia region. Bhattacharyya (2012) discloses that
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although there is high prevalence of vulnerable employment and working poverty in
developing Asia, most of the central banks in the region are not mandated to pursue full
employment as one of their objectives. Even though full employment is not one of their
mandates, Bhattacharyya shows that most central banks are actively using monetary policy to
promote employment and pay attention to labour market outcomes. Furthermore, central banks
work closely with governments to promote macroeconomic stability and strive for the goal of

full employment.

A study carried out by Batini and Laxton (2007) focusing on developed and developing
countries, the developing countries in this study included countries from different regions such
as Czech Republic, Poland, Brazil, Chile, Thailand, South Africa, Mexico, and the Philippines.
They conclude that after they set to find out under what conditions could inflation targeting be
adopted by developing countries that there were no visible adverse effects of inflation targeting
on output and economic performance, that the only most prominent condition was for
developing countries looking to adopt inflation targeting to pay special attention to institutions
within the country and the technical goals central bankers should strive for during and after
adopting inflation targeting. This indicates that there is scope under inflation targeting to amend
the goals assigned to central bankers once the attainment of lower inflation is secured,
expanding the scope of mandate to include other real variables is not out of the question to
maximize the potential benefits of this monetary framework.

A similar study by Frage, Goldfajn and Minella (2003) found that between the following
developed countries Australia, Canada, Iceland, New Zealand, Norway, Sweden, Switzerland
and the United Kingdom and these developing countries Brazil, Chile, Colombia, Czech
Republic, Hungary, Israel, Mexico, Peru, Poland, South Africa, South Korea, the developing
countries fared worse in terms of performance when compared to the developed nations and
that this can be attributable to one of two factors, first being that central bankers in these
countries are less committed to their target and secondly that inflation targeting in these
countries is a more challenging task than in developed countries. The second factor can be
related to the fact that there is more volatility in the macroeconomic environment, weaker
institutions and this in turn leads to more pronounced trade-offs than in developed countries.
This then raises the question, why do developing countries implement inflation targeting with
price stability as the main goal given the differences in their economies compared to developed
nations and should they not rather seek to change the weights assigned to the different
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variables? The answer to this question is given by Turkay and Atasoy (2019) who call for a
shift towards real variables from developing county central banks as valid because the success
of inflation targeting has been studied broadly and to a large extent in developed countries and

the evidence is mixed.

Attention will now shift and focus on South Africa. One thing that we do know is that the South
African financial system is one of the best in the world, therefore focus can be shifted towards
real variables like employment by the SARB. Since we have a well-established financial
system, a call is not made for the objective of ensuring a sound financial system by the SARB
to be neglected but there is scope to focus on real variables. No one can say that the SARB is
not committed to their objective of price stability and maintaining inflation within the targeted
range. However, this strategy amounts to the SARB opting to solely be in the camp of central
bankers that focus on maintaining price stability and financial stability, considering the low
growth rate and high unemployment rate in the country that is not the side the SARB should
be on. In developing Asia central banks in that region actively used monetary policy to promote
employment and continue to pay attention to labour market outcomes and by way of

observation this cannot be said about the SARB.

We have seen in the studies laid out above that easy policy appeared to be ineffective in
stimulating job creation but that does not take away from the fact that tight policy does indeed
increase job destruction and we can extrapolate from these results that if the SARB were to
pursue tight policy to maintain or keep inflation in their targeted range this will only result in
the destruction of job — increase in the interest rate has a significant effect on job destruction.
A similar statement by Padayachee (2015) noting that the SARB has when there is pressure
that we might breach the upper limit of the target under the inflation targeting framework
increased the repo rate even though inflation has been mostly been a source of exogenous
factors, cost-push and driven by rising petrol, energy, and food prices under conditions of slow
and low economic growth. This as Padayachee (2015) states has negative consequences for
consumption, investment, growth, small business development and employment which is
tantamount to job destruction in the US because of tight policy.

There needs to be more engagement between the SARB and the minister of finance in South
Africa and this is stated because the public is not made aware of such interactions between the
two and the SARB does not openly state that they are striving for full employment without
sacrificing the objective of price stability.
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2.5 Conclusion
With the conclusion of this chapter, chapter 3 of this report will deal with the methodology
carried out with the relevant subsections.

CHAPTER 3
METHODOLODY
3.1 Introduction
As stated in the chapters prior what the methodology that has been undertaken for this report
this chapter explains the methodology carried out further.

3.2 Research methodology of the report

The methodology carried out in this report will be a survey of the literature. This report will
use the political economy model approach of Heintz and Pollin which examines linkages
between growth, employment, poverty reduction and by so doing providing a foundation for
policy discussions around monetary policy, inflation management and this approach draws on

examples, research and statistics from a wide range of countries that will be adopt in this report.

3.3 Approaches to conducting literature review

Other approaches which have been applied in this report have reviewed the literature on the
impact that monetary policy has on growth and employment in developing countries and both
these approaches focused on alternative economic frameworks for Africa that would create an
environment which is supportive of improvements in real outcomes and proposed a framework

that would target real outcomes and employment

3.4 Validity of the study

The survey of the literature will give insights to the appropriateness of shifting away from price
stability and stabilization policies in general which have been at the forefront of late, as stated
by Makandawire (1999) that economic policy has given overwhelming priority to financial
policy instruments and objectives in comparison to real variables and goals that will directly
affect employment and growth. Survey of the literature will highlight if there is scope for the
SARB to shift towards development policies which the SARB would be responsible for if the

mandate were to be amended to incorporate full employment but not entirely neglecting or

33



abandoning the objective of price stability, just a modification and emphasis to lean more

towards real variables in their decision making.

This report will contribute to the debate around the amendment or expansion of the SARB
mandate to include employment and economic growth by providing examples and statistics
from a wide range of countries and highlight the importance of targeting real variables and set
it apart from the debate around the SARB’s ownership and independence. This report will also
help guide macroeconomic policy recommendations in South Africa.

3.9 Conclusion
In the chapter that is to follow the research findings will be presented as chapters 1 through to
4 have covered the main aspects.

CHAPTER 4
RESEARCH FINDING S AND DISCUSSION OF RESULTS
4.1 Introduction
This chapter of the report will state the reasons why the adoption of a dual mandate in South
Africa is argued in favour for by this report from the review that has been carried out in the

previous chapters.

4.3 A summary of results

Given the differences between developed and developing countries there is scope for the
mandates of central banks in developing countries to expand their mandates to include real
variables such as full employment as has been found in some of the studies observed in this
report. This is because the challenges of employment are especially more acute in developing
countries when compared to developed nations. The fact that inflation to a large extent has
been contained to relatively low levels means that focus can be shifted towards such real
variables. What the review of the literature has also indicated is that inflation targeting as a
monetary policy framework is not a requirement to achieve low and stable inflation and this
provides a basis for the expansion of central bank mandates that solely focus on inflation above
all else.

With organisations such as the International Labour Organization specifically stating that

central banks should regard full employment as a goal in conjunction with the goal of price
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stability and financial stability this highlights the importance of ensuring, especially in
developing countries that full employment is achieved. Reaching full employment will be
different for each country as the labour markets are different and therefore there needs to be a
concerted effort from the part of governments and central banks to understand the labour
markets to further aid in creating employment opportunities. Employment opportunities can be
regarded as a much more pressing issue by citizens of a country when compared to moderate
levels of inflation, therefore with regards to the trade-off between slightly higher or moderate
inflation citizens will opt for employment — studies have also shown that moderate inflation
levels up to 15% should not have a negative impact on economic growth but the source of the

higher inflation will to a large part determine if there is negative impact on economic growth.

South Africa is faced with several economic and socio-economic problems and this report will
highlight a few of those next and some of these problems faced by the country will fall outside
the scope of this report but it is good to highlight them. As mentioned in the introduction that
unemployment is one of the most pressing socio-economic issues the country is faced with
currently, this has been compounded by the fact that there is a skills shortage in the market
because over the years there has been a shift away from the primary sector and the
manufacturing sectors have also found it difficult to compete on a global scale as most
manufacturing jobs have been moved to Asian countries due to their lower wages. This has left
many unskilled workers out of jobs and there hasn’t been a great enough initiative to retrain
those individuals to allow them to be absorbed by the labour market once more. The labour
market in South Africa is inflexible and some businesses state that wages have been set at a
high level in the country and this ultimately raises the number of unemployed individuals in
the country. Therefore, there is also scope for the labour laws to be reviewed in the country to
tackle the problem of high unemployment, but this aspect falls outside the scope of this report.
Poverty and inequality in the country can be reduced to some degree by creating employment
opportunities for citizens and therefore this report is in support of a dual mandate because 27
years after democracy South Africa is still considered one of the most unequal societies in the

world and employment can help reduce this inequality.

The skills shortage in the country has a high probability of being linked to the social problems
the country is faced with. Social problems such as the education system in the country, there
has been a significant increase in expenditure towards education, but accessibility and the
quality of education received by the poor in the country cannot be compared to education of
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the well middle and upper class and these discourages some pupils and that is why some pupils
do not complete their primary or secondary education — thus resulting in a larger pool of
unemployed individuals who are unskilled. Health services provision to the poor is horrendous
and that is why in the country we basically have a dual health system, the private medical health
system funded by the middle and upper class and the public health system that is overburdened
— from this it is easy to see that if employees are prone to falling ill, this results in time taken
off work and this impacts the productivity of the economy if this is compounded. This is also
a reason why support for a dual mandate is advocated for in this report because if full
employment is an objective of the SARB and citizens get jobs they will be able to afford better
health care even if it is just marginally better, they will be able to educate their children or send
them to schools with a high quality of education, increase in employment will have a direct
impact on the economy due to the increase in demand as a result of increased employment.
Overall though the implementation of macroeconomic policies from government have left a lot
to be desired so there will have to be increased effort from government to implement policies
that are directed towards growth of the economy and employment in conjunction with an
expanded mandate for the SARB to decrease the unemployment rate in the country.

4.4 Conclusion

The issue of unemployment in South Africa is a cause for great concern and all stakeholders in
the country are doing what they can to help reduce the levels of unemployment in the country
then the SARB should not be exempt from utilizing the tools they have at their disposal to help

reduce unemployment in the country.

CHAPTER 5
CONCLUSION AND RECOMMENDATIONS

5.1 Introduction
In this chapter a summary of the findings as well as the conclusion and limitations and further

research areas are presented.

5.2 Summary of findings and conclusions

This report explored and analysed the monetary transmission theory, empirical studies in
developed and developing countries and their experience with monetary policy, inflation
targeting and growth, central bank independence and monetary policy and this was done to
gain a deeper understanding as to how the conduct of monetary policy has evolved over time.
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The focus was on inflation targeting framework that has seen a big increase in adoption since
the central bank of New Zealand led the adoption of the inflation targeting framework. Other
countries subsequently followed by adopting the inflation targeting framework both in
developed and emerging market economies. Over the years, especially after the financial crises
of 2008, central banks globally increased their objectives to include financial stability as one
of their objectives. Even though there has been an expansion of the objectives or mandates of
central banks in developed and emerging market economies the overarching primary goal has
always been price stability above all else.

The conduct of monetary policy differs among central banks in their pursuance of price
stability. Central banks operating under the inflation targeting framework are orientated
towards stabilisation rather than growth or employment creation. This focus on maintaining
price stability and stabilization policies of central banks that have adopted the inflation
targeting framework including the SARB lead to the analyses of the dual mandate, which places
emphasis on maximum employment in conjunction with low and stable inflation as opposed to
the single mandate of price stability and all other goals, if there are other goals are relegated

below the price stability goal.

Full employment target approach and price stability: Should the South African Reserve Bank
Adopt a Dual Mandate? is the question put forward in this report and set out to answer by way
of review of the literature. The conclusion and policy recommendation given the evidence
presented and covered is that there is evidence that supports the dual mandate approach and
the SARB should adopt such a monetary policy framework. Stabilization is critical for the
economy and that cannot be disputed especially given the financial crises of 2008, however,
within the South African context and other developing countries where unemployment is rising
considerably and monetary policy being the macroeconomic instrument that can affect output

and inflation in the short term it should play a much more significant role than it currently does.

A dual mandate objective for the SARB will not erode the structural labour market
imperfections that the country must also solve but these can be better tackled if the SARB
works in conjunction with other government departments to tackle the low economic growth

and high unemployment instead of only being accountable for price stability.
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In South Africa now the plea from the unemployed youth is for employment above all else, the
youth, presumably, know the detrimental effects of very high inflation, but think they would
tolerate moderate inflation if that were to be accompanied by increased employment. The
SARB cannot and must not ignore the well-being of citizens in the quest of attaining price
stability and thus adopting a dual mandate is the recommendation put forward and the adoption
of a dual mandate can be made without negatively impacting the SARB credibility if they were
to be open and communicate clearly with the public and set targets that they will work gradually
to achieving and this will eliminate the time inconsistency problem and reduce political

pressure on the bank.

5.5 Limitation of the study and areas for further research
Limitation in this report is not sufficient analysis of empirical evidence and further research
could explore this in more detail to what has occurred of happening at that point in time with

regards to central bank mandate changes — further research to be more analytical.
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